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Profits from Real Estate Sales 


By WALTER MuckLow, C.P.A. 


The word “profit” is variously defined according to its use in 
general business or in economics; but the particular definitions 
of interest in connection with real estate accounting are: 


1. Excess of selling price over original cost. 

2. Advantage (gain) resulting from the employment of 
capital, the corresponding gain from labor being known 
as wages. 

Real estate may perform a number of distinct functions, and 
it follows that profits on real estate may arise in a number of 
different ways. Among the principal sources are the following: 

1. Profits from sales. 

Gains resulting from bargain and sale. 

Interest on deferred payments. 
Profits from rents. 
Miscellaneous profits, including those arising from en- 
hancement of values; from consumption of assets, as in 
mining; from crops; profits accruing indirectly from the 
use of land for such buildings as factories, furnaces, etc. ; 
profits pertaining to a broker or dealer; and profits ob- 
tained indirectly from the use of borrowed money secured 
by real estate. 

In regard to each of these the following questions must be 
answered ; 
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From what source do the profits come? 
How can the amount of profits be determined? 

3. Having determined this amount, what disposition should 

be made of it? 

It is proposed to consider here only those profits which are 
derived from sales and are evidently the difference between the 
cost price and the selling price. There are, however, certain ques- 
tions to be considered in determining just what these two prices 
are, for the cash actually paid for a piece of property may not 
represent the cost of that property, and the amount actually 
received from a purchaser may include, besides the purchase 
price, interest, taxes and insurance, and hence may not be the true 
selling price. 


nN — 


The original amount paid for the property may have been 
cash, or its equivalent, or partly cash and partly mortgages or 
other securities. It may also have included items relating to 
insurance, taxes, interest and sundry expenses, all of which 
should be eliminated from the cost price by proper journal entries, 
so that the amount charged to real estate represents the actual cost. 


To the original cost there may be added amounts expended or 
liabilities assumed for physical improvements made which en- 
hanced the value of the property. 

As a general rule taxes paid while property is being held and 
interest on the purchase price should not be charged to the cost 
of the property, although occasionally exceptions to this rule 
occur. 

Similar conditions exist as to the amount received on the 
sale of real estate, as this sum frequently includes items for taxes, 
insurance, examination of title, etc., which should be eliminated 
from the amount actually paid for the real estate. 

If the sale is for cash the difference between the cost and the 
selling price, as these terms have been qualified above, will show 
the profit which is earned and realized. The entries required are 
simply the posting of the amount received from the cash book 
to the credit side of real estate account. If the transaction has 
yielded a profit, a credit balance will result to this account, which 
is best disposed of immediately. The balance or profit may 
theoretically be carried direct to profit and loss, but it is prefer- 
able to carry all such items into a special account, “gain on sales” 
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or “profits,” and at the close of the fiscal period to carry the 
balance of this account to profit and loss. 

The journal entry required to transfer the credit balance of 
the real estate account to profits would be as follows: 
ND GD ne S556 33 ie ek Ta okeerees mh sdane 
BP Ee Or fe Soe $ 
For profits earned on 
sale of property #—————. 


It frequently happens that a transaction involves more than 
the exchange of cash for real property. There may be a mortgage 
or some other lien which the purchaser assumes or, more often, 
the purchaser may give a mortgage as a part of the price. 


In the first instance the journal entry should show that the 
seller is relieved of any obligation which is assumed by the pur- 
chaser, and in many cases this entry should include some mention 
of interest on the mortgage. It may be overdue, or it may be the 
sum which has accrued since the last interest date, as in the case 
of property sold on the first of August subject to a mortgage 
payable on which interest had been paid up to the first of June. 


In case a mortgage were assumed, the journal entry would 
take the following form: 


Mortgages payable ...............00000. Reeenaas 
Be OE GE. i'n oo v'o cs cee aa Giccans 
For mortgage #.......... assumed by.... 
nates tigesle ds besbeesen on the purchase of 
greperty Bic cccccsecs 


In the case of overdue interest assumed by the purchaser, the 
following form would be used: 
Mortgages payable ...........-+seeeees errr 


Overdue mortgage interest payable.......  ...... 
Te cethaitele . s cst ics ceikncce'si- iad an 


If accrued interest not yet payable be included, the form 
would be: 


Mortgages payable ............--ee05- eer 
Mortgage interest payable ...........-4+ 0  seeeee 
oo. ee Pe iA disown 
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In those cases where a part of the purchase price remains un- 
paid and is secured by a mortgage, the situation becomes rather 
more complicated, especially as to the methods of entering the 
profits. No one rule can be made to apply to all such cases, and 
each transaction of the kind should be carefully examined by the 
accountant. 

Of such cases the simplest is where the purchaser makes a 
substantial payment and gives a mortgage for the balance. The 
ratio between the cash payment and the mortgage then determines 
the proper course to be followed. If, for example, half the pur- 
chase price is paid in cash, the mortgage is secured by property 
worth twice the amount of the mortgage, and such mortgages 
are usually regarded as first-class or marketable securities. It 
would therefore be safe to place the mortgage among the assets 
at its face value. In other words, although the entire considera- 
tion has not been paid, we can regard the sale as completed and 
the profit as fully earned. The mortgage receivable can be 
treated as a bona fide asset for its face value. 

Another method frequently used in disposing of real estate 
is in the nature of an exchange, the owner selling his property 
and taking in payment therefor other property, with, perhaps, 
some cash payment in addition. The entering of such a trans- 
action on the books is a simple matter, and takes the following 
form in the journal: 


POD ica eeb cee sneei Ras coecdes Bi ssawe 

en ee 

For exchange of property 

#——_——— for property # 

The most important point for investigation in such trans- 
actions is the value at which the new property is taken, for it 
sometimes happens that matters other than the actual cash value 
of the property are taken into consideration when the exchange 
is made, and the amount allowed for the property received may 
not indicate its market value, since it is not unusual to place a 
higher valuation on property when it is paid for “in trade” than 
would be asked if the consideration were cash. For instance, 
the owner of a piece of property may be willing to give it in 
exchange at less than its actual value for other property situated 
in a neighborhood in which he is interested, or property suitable 
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for some special purpose which he desires to carry out. It is evi- 
dent that in such a case the property so acquired may be brought 
on the books at a figure in excess of its market value. 


The appraisal of any real estate is, of course, merely an 
expression of opinion, and the only true measure of its value 
at a given time is an actual sale or a bona fide offer of cash 
or its equivalent. At the same time, before passing such an 
entry as that described, an accountant should satisfy himself 
that the property taken on the books, to the best of the informa- 
tion obtainable by him, is taken at a fair valuation. This valua- 
tion, of course, should never exceed the price actually paid 
for the property. In other words, if an owner takes property in 
exchange and allows $1,000.00 for it, it should be entered at this 
figure even if he considers it worth $1,500.00. The excess of 
$500.00 should not be put on the books until an actual sale of 
the property has proved that such value exists. 


In some cases the profits from real estate may be said to be 
hidden—a condition most clearly explained by an example from 
actual practice. 

Four partners together bought a tract of 3,000 acres of land, 
for which they paid $15,000.00. This was held for a period, 
during which the value of the land materially increased. The 
tract was then platted, and, after deducting roads and waste land, 
five hundred farms of five acres each were laid off. The im- 
mediate minimum selling price for these was estimated at $100.00 
each, or $50,000.00 for all. The four partners formed a corpora- 
tion, transferred the property to it and issued capital stock in 
payment for the property to the amount of $50,000.00. This 
stock was divided equally among them. To provide for current 
expenses each incorporator paid in a certain sum, which was 
treated as a current loan and placed to his credit. As farms were 
sold the proceeds were used in making roads and other improve- 
ments, and after a few months it was found possible to sell the 
farms at prices ranging from $600.00 to $750.00 each. 

It will readily be seen that the conditions in this case differ 
radically from those previously considered, and the results of 
this difference are far-reaching. While so far as the company is 
concerned, the cost of the land equals the amount of capital 
stock issued, this equation does not express the profits of the 
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partners, for if all the land were sold and the surplus above 
$100.00 a farm equalled the amount expended for improvements, 
the company could not show any profit; but upon the liquidation 
of its capital stock, the partners would realize $50,000.00 for 
that which cost them, as partners, $15,000.00 or a gain of 
$35,000.00. 

In such cases the partners might experience some difficulty 
in preparing proper returns for the federal income tax—a diffi- 
culty caused by the fact that when they issued the capital stock 
they in a sense anticipated their profits by saying: “This land, 
which cost us $15,000.00 is worth $50,000.00.” The truth of this 
statement depends upon the circumstances surrounding each 
individual case. In this case the capital stock held by the com- 
pany included the cost of the property and something in the 
nature of an anticipated profit, which the partners would realize 
if they merely paid off its stock at par. 

The foregoing illustration is not given as an example to be 
followed, but merely to illustrate the complications which may 
arise. 

In all the foregoing instances, it is supposed that the trans- 
action is completed at the time of the sale; it is probable, however, 
that the majority of real estate sales are made on some variety 
of the instalment plan and may be described as time sales in 
which the payment of the purchase price is distributed over a 
number of years. 

Such sales may be classified roughly under two heads: 


1. Those in which the instalments are secured by a mortgage. 
2. Those in which the instalments are prescribed under some 
form of contract. 


In the first case the purchaser enters into an obligation to pay 
the entire purchase price; in the second class various forms are 
used, and there may be notes to secure the instalments, or the 
purchaser may be under no obligation to complete the purchase, 
but in the event that he fails to make the successive payments he 
forfeits the money which has been paid in. 

These varying conditions call for different treatment in the 
books of account, the details of which it is not now proposed to 
discuss. They have, however, one common feature, which is of 
interest to all concerned, namely, that while the gross profit on 
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such sales should be brought on the books when the sale is made, 
it is not actually received until the sale is completed. The object 
of this article is to consider the proper method of dealing with 
such profits, and this can be illustrated best by taking a concrete 
example. 

Let us suppose that a concern bought and developed a tract 
of land for a total cost of $60,000.00 and that it was able to sell 
it for $180,000.00. If the transaction were paid for in cash, 
the entries would be simple and the profit of $120,000.00 could 
properly be distributed immediately among those interested. 


Such sales are unusual. In practice such a sale would usually 
be paid for in a series of annual instalments, such as the fol- 
lowing: 


No. 1 $24,000.00 
2 30,000.00 
3 36,000.00 
4+ 42,000.00 
5 48,000.00 $180,000.00 


Let us assume that there is no mortgage securing the unpaid 
portion of the purchase price or that the mortgage is given by 
a development company owning no other property, in which case 
a deficiency judgment would have no practical value if the mort- 
gage were foreclosed. 


It is manifestly unwise to carry to the profit and loss account 
the entire profit at the time the first payment is made, for the 
money has not been collected, the profit has not been realized and 
such actions are neither more nor less than anticipating profits— 
to the danger of which all accountants are alive. It is usually 
considered that the amount carried to the credit side of the 
profit and loss account is available for dividends, which is cer- 
tainly not the case here. Even if it be allowed to remain in such 
an account it may lead to difficulties in the event of the sale being 
canceled, for the unearned profit must then be charged back to 
some account, and the only two accounts usually available for this 
purpose are the profit and loss account and the real estate 
account. If it be charged to the former it will result in a decrease 
in the profits to an unreasonable amount; if it be charged to real 
estate it will cause an inflation of the values and, if such an opera- 
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tion be performed repeatedly, it will open the door to a dangerous 

variety of fraud on the part of the management of the company. 

As a matter of fact the profits are realized as the payments are 

made, and the profit realized and available for dividends bears 

the same ratio to the total book profit as the payments made bear 

to the total purchase price. 
In our example the profit would be realized as follows: 
Profit 

realized. 

On completion of instalment No. 1 for $24,000.00 $16,000.00 

2 30,000.00 20,000.00 

3 36,000.00 24,000.00 

+ 42,000.00 28,000.00 

5 48,000.00 32,000.00 

Totals $180,000.00 $120,000.00 


Therefore, the rule for determining the profits realized may 
be stated as follows: 
payments made 





- — X total gain = realized profit which in 
total selling price 


5 


. 120 : 
the present instance is___—__-= % that is to say % of each 


payment may be regarded as profit realized. 
In the case of a single transaction, the book entries would be 
few and simple and of form similar to the following: 


A. B. Co. (purchaser)............ $180,000.00 
ee ick eavedee $60,000.00 
Profits in reserve .......... 120,000.00 


Here the entire profit is carried to a reserve account and as 
payments are made by the purchaser portions of this account are 
carried to profit and loss account. If the sale is canceled, no debit 
entry is made to profit and loss account, but to the reserve profit 
account. 

Let the example be carried a step further and let us suppose 
that, instead of selling off the entire tract, the land is subdivided 
into 5,000 lots which are sold at retail for $180,000.00, the pay- 
ments being made by instalments. 
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Assuming, for the sake of simplicity, uniform values for all 
the lots, we have an average cost price of $12.00 and an average 
selling price of $36.00, yielding an average profit of $24.00 for 
each lot. 

While the principles in this instance are identical with those 
above mentioned the mechanical difficulties are vastly greater, for 
we have to keep records of 5,000 lots, the sales of which will in 
some cases be transferred, canceled and changed. 

Also, in practice the selling price will not be uniform and there- 
fore the percentages of payments which represent realized profits 
will not be uniform. 

Suppose that these sales were made in one year and the book 
profits carried to a reserve profit account. What is the best way 
to determine at the end of a fiscal period how much has been 
realized? 

Perhaps the simplest way is to ascertain the total selling prices 
and the total receipts. By the use of the formula above, the 
realized profits may be then determined, or a safer way is to use 

balance unpaid 


the formula — X total gain = unearned profits, 
total selling price 





in which case we know that, even if errors have been made in the 
accounts, we retain in the reserve the proper amount. 

This plan would be fairly efficient if the transaction lasted over 
one year only, but it usually extends over several years and the 
figures will be complicated by cancellations, by the fact that a new 
series of sales is brought in each year and, frequently, the prices 
advance as sales become more general. In practice, therefore, this 
plan involves many complications and yields only approximate 
results, as it is based on the assumption of uniform prices. In 
any event it curtails the work of ascertaining the total original 
selling price. 

In order to meet these difficulties, the writer devised a special 
form of ledger of the following form: 
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By “reserve” is meant the reserved profit, the word profit 
being omitted as purchasers often see their own accounts and it 
is not desirable to give them information as to the profit derived 
from the sales to them. 

The journal entry is of the following form: 


SRD I SDs 6c we eccnccsceeesccscs $36.00 
cet octaveneeaw apes $12.00 
TIED cuiciencccecevcnees 24.00 


The ledger account is charged with $36.00 and $24.00 is placed 
in the reserve column, there being placed in the heading of this 
column the figures 66.66, indicating that 66.66% of each payment 
is realized profit. As payments are made by the purchaser they 
are entered in the credit column as shown and the amount realized 
is entered in the “reserve realized” column. This entails very 
little additional work for the bookkeeper and renders possible the 
preparation of a trial balance at the end of each month or other 
period, showing the total profits realized, and this figure may be 
used in the preparation of monthly reports or of any periodic 


statement. 
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While the above form is designed especially for those cases 
where there are no charges for interest or taxes, the principle is 
equally applicable to any form of instalment sale and the follow- 
ing more elaborate form is used for time sales of any property, not 
necessarily subdivision lots: 


fo - —— —_t 
Tronsferredto CFs Payment 3 
5) a: op 
Kou, Richard 





will, Hla. Date 





It is used in the same manner, but care must be taken to see that 
entries are made in the “earned” column only when payments 
which reduce the principal are made. 

These accounts are maintained in sales ledgers represented by 
controlling accounts in the general ledger. The total debit balance 
in the sub-ledger must equal the balance of the “sales” or “con- 
tract” account in the general ledger. 

The general ledger account “reserve profits” will contain all 
the original entries in the reserve column of the sub-ledger; and 
at the close of a fiscal period the total of the reserve column in 
the sub-ledger as shown by the trial balance is taken and a journal 
entry is made of the following form: 
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Reserve profits 
To profit and loss account 

For realized profits, etc., etc. 
The amount credited to profit and loss is the difference between 
the general ledger reserve profit account and the total of the re- 
serve accounts in the sub-ledger, which has been reduced on 
account of the various payments made by purchasers. When this 
entry is posted the balance of reserve profits in the general ledger 
will agree with the total of the reserve items in the sub-ledger. 


The writer has used these forms for some years in connection 
with concerns having many thousands of such accounts on their 
books and has found that the results are far more trustworthy, 
that monthly statements of actual earnings may readily be pre- 
pared and that the work of an annual audit is reduced to a frac- 
tion of what it formerly was. 


In the event of contracts being canceled, the reserve account 
is charged with the exact amount shown on the sub-ledger as not 
realized, and if any other entry be required to obtain a balance 
it is made to such an account as “cancellation profit’? which is 
closed to profit and loss account at the end of a fiscal period. 


The question of realized profits is by no means an academic 
one ; an accurate solution is essential to the real estate dealer, and 
it has now acquired even more importance than formerly, on 
account of the requirements of the income tax law. 

According to the rulings of the treasury department it is in- 
cumbent on a real estate concern to include in the profits for any 
given year all the profits taken on the books during that time. 
Should some of these profits disappear through cancellations in 
future years, such losses may be deducted in the year in which 
they are canceled. Probably most accountants will agree that 
with the system followed by the great majority of real estate com- 
panies the rulings of the department are not unreasonable; the 
writer feels, however, that in the case of a concern following the 
methods herein advocated, the department should modify its 
rulings on the ground that the book profits are not shown as 
earned profits but are kept in a reserve until they become earned. 

While the instances here given are taken from real estate, the 
principles and the methods are equally applicable to any sales 
made on the instalment plan. 
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Limitations* 
By Harotp BenrincToN, C. P. A. 

I shall confine my remarks to a subject which it has always 
seemed to me is kept very much in the background in the text- 
books. I refer to the limitations which in actual practice sur- 
round the public accountant on every hand in the performance 
of his duties as auditor. 


These limitations may be broadly divided into three classes: 
(a) Those which the accountant should place upon himself. 
(b) Those which are imposed upon him by his clients. 

(c) Those arising out of the nature of the problem sub- 
mitted to him for solution. 

It is humiliating but true that the accountant cannot cover the 
entire field of human knowledge; and yet, to peruse some of the 
standard textbooks, one might suppose that there is nothing that 
he should not know or at least nothing upon which he should 
not be prepared to sit in judgment. 

The truth of the matter is that while as regards certain matters 
the accountant has a specialized knowledge, there arise in the 
course of his work numerous matters concerning which, though 
he may have a fair general knowledge, he is not an expert and to 
pose as such will inevitably bring discredit upon himself and his 
profession. 

I do not by this mean to discourage the student’s thirst for 
general information. There is no question whatever that the 
more of it one possesses on all topics the better and broader busi- 
ness man one will become. The point is, however, that such 
general information is that of a layman and not such as to justify 
its possessor’s speaking as one having authority. When an auditor 
is too ready to intermix with his reports gratuitous advice regard- 
ing business policy, factory management, legal matters, etc., he 
is apt not to be treated seriously by his clients. 

In giving judgment in the case of the London and General 
Bank in 1895, Lord Justice Lindley defined the duties of an 
auditor as follows: 





*A lecture delivere:l before the school of commerce and finance of the University of 
Illinois, December 6, 1915. 
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It is no part of an auditor’s duty to give advice either to directors or 
shareholders as to what they ought to do. An auditor has nothing to do 
with the imprudence or prudence of making loans with or without security. 
It is nothing to him whether the business of a company is being conducted 
prudently or imprudently, profitably or unprofitably; it is nothing to 
him whether dividends are properly or improperly declared, provided he 
discharges his own duty to the shareholders. His business is to ascertain 
and state the true financial position of the company at the time of the 
audit, and his duty is confined to that. But then comes the question: 
How is he to ascertain such position? The answer is: By examining the 
books of the company. But he does not discharge his duty by doing this 
without inquiry, and without taking any trouble to see that the books of 
the company, themselves, show the company’s true position. He must 
take reasonable care to ascertain that they do. An auditor, however, is 
not bound to do more than exercise reasonable care and skill in making 
inquiries and investigations. He is not an insurer; he does not guarantee 
that the books do correctly show the true position of the company’s 
affairs; he does not guarantee that his balance sheet is accurate according 
to the books of the company. If he did he would be responsible for an 
error on his part—say by the fraudulent concealment of a book from him. 
His obligation is not so onerous as this. Such I take to be the duty of 
the auditor: he must be honest—that is, he must not certify what he does 
not believe to be true, and he must take reasonable care and skill before 
he believes that what he certifies is true. 


In their endeavor to encourage auditors to take a broad view 
of their duties the authors of some textbooks seem to me to go 
too far and to advocate the assumption of responsibilities which 
in my opinion are entirely outside the scope of the auditor’s pro- 
fessional duties. Thus in his book on auditing Mr. Montgomery 
dwells at some length upon the steps which should be taken by an 
auditor to verify the correctness of merchandise inventory figures 
and seems to suggest that the auditor should go into the matter 
up to a point where he is in a position to certify the value of the 
inventory without qualification of any sort or, if not, to withhold 
his certificate altogether. 


In my opinion, however, the auditor should scarcely in any 
instance accept full responsibility for inventory figures but should 
insist on stating on the face of the accounts or in the body of his 
certificate who was responsible for the valuation and also state 
on what basis it was computed. 

The judge previously quoted by me in delivering judgment in 
the case of the Kingston Cotton Mills Co. in 1896 (where it was 
sought to make the auditors responsible for the declaration of 
divdends out of fictitious profits arising through an overstated 
inventory) said, 
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The summary was signed by the manager, and the value as shown by 
it was adopted by the auditors and was inserted in the balance sheet as 
an asset, but “as per manager’s certificate.” The auditors did not profess 
to guarantee the correctness of this item. They assumed no responsi- 
bility for it. They took the item from the manager, and the entry in 
the balance sheet shows that they did so. I confess I cannot see that 
their omission to check his returns was a breach of their duty to the 
company. It is no part of an auditor’s duty to take stock. He must 
rely on other people for details of the stock-in-trade in hand. 


Of course, it is the auditor’s duty to employ every reasonable 
means at his disposal to verify the figures submitted to him and 
to insist on the rectification of any actual inaccuracies discovered 
by him. When, however, his investigations result in a suspicion 
that the figures are overstated without his being able absolutely to 
lay his fingers upon a clerical mistake or material error of prin- 
ciple, what is he to do? 


After a good many years of active practice I am convinced 
that in the last analysis the auditor is for all practical purposes 
almost entirely dependent upon the good faith of his clients in 
the compilation of their inventory figures. Suppose, for instance, 
that on taking up an audit for the first time at the end of 1915 
an auditor finds that his clients’ inventory figures result in bring- 
ing out an increase in the percentage of gross profits to sales of 
say 10% over 1914, while the cost of manufacture and selling 
price per unit have remained practically the same as in 1914. The 
inference naturally arises that the inventory figures of 1915 are 
overstated. 

Suppose that he then checks the clerical accuracy of the in- 
ventory and can find no errors, nor by means of the other tests 
suggested by Mr. Montgomery can he discover any errors in 
prices. He would of course come to the conclusion that the 
quantities shown by the inventory are overstated. 

Suppose that he then reports his conclusion to his clients and 
is informed by them that they took particular care in listing their 
inventory at the end of 1915 and that they are absolutely certain 
it is correct, but that while they cannot give chapter and verse 
for saying so they are inclined to think that quite a lot of mer- 
chandise was omitted from the inventory at the close of 1914. 
This, if true, would account in whole or in part for the abnormal 
percentage of gross profit for 1915. 

What, then, is the auditor to do about it? Does it become 
his duty to audit the previous year’s accounts in order to see 
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whether his clients’ surmise is correct or is it his duty to insist 
that a fresh inventory be taken to verify the accuracy of the 1915 
figures? Suppose he suggests either or both of these courses and 
his clients absolutely object on the grounds of the expense in- 
volved. What then? 

It must be remembered that though he may embody at great 
length his reasons for being dissatisfied with the inventory figures 
in his report to his clients, they will in most instances have 
stipulated at the time of his employment as auditor that he should 
also furnish them with a condensed certified financial statement 
which they can submit to their bankers for credit purposes or 
circulate among their stockholders or creditors. It is obvious thai 
the certificate appended to such a statement, if it is to be of any 
use to the clients, must be brief and as free as possible from quali- 
fications. 

What, then, I ask is the auditor to do as regards his certificate 
in the hypothetical case we have been considering? He has dis- 
covered nothing to justify his doubting the good faith of his 
clients and he cannot therefore refuse to certify their balance 
sheet in some form or other. Furthermore, he would not in my 
opinion be justified in qualifying his certificate in such a way as to 
throw doubt upon the accuracy of the balance sheet. Is he not, 
therefore, driven back upon the position taken by the auditors in 
the Kingston Cotton Mills Co. case and compelled to state the 
inventory “as per manager’s certificate” ? 

In other words, after doing everything he can in the way of 
checking the figures the auditor in spite of this has to limit his 
responsibility for them and confine himself to indicating the 
source from which he obtained them. 

In the instance discussed it would of course be possible to 
state in his certificate that the clients’ transactions prior to 1915 
had not been investigated by the auditor; but it is difficult to see 
just what good this would do the stockholders, bankers or others 
who rely upon the certificate. 

Moreover, in actual practice matters are seldom so simple as 
is the hypothetical instance discussed—that is the worst of text- 
books and lectures. In practice the fluctuation in percentage 
of gross profit might arise from any of a number of causes and in 
comparing the results of two years’ business, even where both 
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have been audited by the same persons, great difficulty would be 
found in attempting such comparisons as would satisfactorily 
account for fluctuations. The cost per unit would be sure to 
vary somewhat; so would the selling prices; and, as most large 
concerns manufacture a number of entirely different articles the 
cost of which vary considerably one from the other (e. g., steam 
tractors and horse plows) and as the quantities of each kind sold 
would likewise vary, it is easily seen that a most extensive analysis 
of the figures involved would be necessary before intelligible com- 
parisons could be made. 


It is true that in a thoroughly well organized concern, a great 
deal of this is compiled by the concern itself as statistical informa- 
tion; but on the other hand in many cases it is not; and even 
when available it is often in a form which is not susceptible of 
being easily checked by the auditor; and unless checked by him, 
if he uses it, he returns by a different, route to the old proposition 
of relying upon the good faith of his client. 


Then again it is easy to say in a textbook that the auditor 
should “satisfy himself” that no obsolete or unusable merchandise 
is included in the inventory except at a price below cost. 

In practice this is often a most difficult matter to determine. 

For instance, in auditing the accounts of automobile manu- 
facturers one will frequently find included in the inventory at cost 
price large quantities of “parts” which the cost records clearly 
show to have been made at a time when the concern in question 
was manufacturing a car model entirely different from the one 
it is selling at the date of the audit. In such cases, the auditor’s 
criticisms are generally met with the explanation that it is neces- 
sary that these parts be carried in stock in order to make repairs 
of any of the old types of car which may be sent into the factory 
for that purpose and that there is a large profit on such work. 
The explanation is perfectly reasonable, but how is a difference 
of opinion between the auditor and the manufacturer to be ad- 
justed as to whether the supply of these parts on hand is or is not 
enormously in excess of the number ever likely to be used in 
repair work? Naturally the manufacturer will insist that he is 
a better judge of this question than the auditor. 

I need scarcely point out that the auditor rarely is present at 
the time of the stocktaking and still less often is he permitted to 
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superintend it. As to the correctness of the quantities shown by 
the inventory, he can therefore only verify these at the best by 
inferences drawn from a number of sources, the cumulative force 
of which may be very strong, but such inferences are never ab- 
solutely conclusive. For instance, by taking actual inventory on 
several occasions I have discovered shortages between the in- 
ventory figures reported by clients’ employees and the goods 
actually on hand, which shortages were due to theft on the part 
of the very men charged with the duty of taking the inventories. 
In several such instances no audit could possibly have brought the 
discrepancies to light unless the auditor had actually taken in- 
ventory himself as I did. 


I submit, therefore, that within obvious bounds the auditor is 
obliged to accept the inventory figures of his clients and is guilty 
of no dereliction of duty by so doing, provided he clearly states 
the fact in his certificate. 

Furthermore, by doing this I consider that he adopts a more 
logical attitude than if he assumes to accept unqualified responsi- 
bility for the figures, however searching his inquiries and in- 
vestigations may have been. 

What I have said concerning the responsibility of auditors for 
inventories is even more true as regards fixed assets such as real 
estate, plant and machinery. 

The auditor as such is neither an engineer nor an appraiser— 
as a matter of fact he very often does not even visit the various 
branch establishments of the concern he is auditing, but confines 
himself to the examination of the books and other records kept at 
a general office situated in a business centre such as Chicago. It 
therefore follows that in theory the auditor cannot be certain that 
the fixed assets had not been wholly or partly destroyed by fire 
or earthquake at the date of his audit (as a good example of this, 
I can remember years ago auditing in London the accounts of an 
Alaska gold mine). 

Provided he has audited the books for many years back, the 
auditor can of course certify as to the original cost of these assets. 
Long established concerns, however, have a habit of revaluing 
their plant from time to time and it is obvious that where this 
has been done the auditor is obliged to limit himself strictly to 
stating the amount and date of the latest appraisal and by whom 
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it was made and that he has satisfied himself that all subsequent 
additions have been included at cost. 

It is no part of an auditor’s function to pass upon the com- 
petency of the appraisers making such valuations and it is for this 
reason that I advocate the mention of their names in his certificate 
so that those interested can judge for themselves how much re- 
liance should be placed on their estimates of values. 


Again, as to the values assigned to the capital stock of cor- 
porations held by clients as investments the auditor should care- 
fully limit his responsibility. Where the stock has a market quota- 
tion he can of course verify values; although even then, where 
the client owns so large a block of the stock as to control the 
market, it is questionable what value should be assigned to the 
stock on his books of account. 


When, however, the stocks in question are not listed on the 
stock exchanges it becomes exceedingly difficult to determine 
whether the values placed upon them by clients are or are not 
conservative. It must be remembered that investments of this 
character are generally only made for the purpose cf helping out 
the regular business of the client. They may be made for the pur- 
pose of financing a good customer and so increasing the client’s 
own output— e. g., investments made by breweries in hotels and 
by collieries in coal distributing companies. 

Again they may be made for the purpose of financing cus- 
tomers as the only alternative to making a bad debt. Or they may 
be made for the purpose of financing concerns from which the 
clients buy goods, which it is essential to them should continue in 
business—e. g., nearly all piano manufacturers buy their packing 
cases from box makers who can afford to sell them at a lower 
price than the piano manufacturers can make them. 

Even where recent balance sheets and profit and loss accounts 
of such concerns are produced for the auditor’s inspection they 
are generally unaudited and consequently liable to be strongly 
tinged with the optimism of the company’s officers, and there is 
therefore plenty of room for a divergence of opinion between the 
auditor and his client as to the value of the stock. 

In my opinion such stocks should be stated on a certified 
balance sheet as “valued at cost” or “as valued by the board of 
directors” and stocks owned in subsidiary companies controlled 


339 








a an See 7 





The Journal of Accountancy 


by the one being audited should be so described and set up as a 
separate item. 

There are many limitations upon the responsibility assumed 
by an auditor which are so well understood by bankers and the 
business world generally that it would be pedantic for the auditor 
to draw attention to them in his certificate. 

For instance, it is obvious that it is generally inexpedient that 
an auditor should circularize the trade customers of his clients for 
the purpose of verifying the balances shown as due from them by 
the clients’ books and yet unless this is done the auditor cannot 
be certain that payments may not have been received by his clients 
or their employees and not accounted for. I remember years ago 
being called upon to take charge of the work of realizing the 
assets of a small company which had been organized to take over 
the business of several competing photographic studios. The 
life of the company had been a short one, and the accountant for 
whom I then worked was appointed receiver. After a while I 
found to my astonishment that while collections were coming in 
fairly well as a whole, I had collected nothing of the balances in 
one particular ledger and that a number of my letters were coming 
back through the mail marked “not known.” On confronting the 
promoter of the company with these facts he ingenuously ad- 
mitted that he had filled up the ledger in question from his own 
imagination for the purpose of increasing the quick assets of the 
company and that all the names contained therein were fictitious. 

As to the authenticity of signatures on notes receivable the 
auditor is helpless. Every note submitted for his inspection might 
be a forgery without his being able to detect the fact unless he is 
permitted to communicate directly with the makers of the notes, 
a proceeding which is generally inexpedient and impracticable 
and even if allowed would be no guarantee against duplication 
of the documents by means of forgery. A Chicago mortgage 
broker, at present being’ supported at the expense of the state, 
lived in luxury for years by the simple expedient of triplicating 
the notes, mortgages, abstracts of title, etc., relating to each actual 
loan made by him, selling them and paying the interest on the 
duplicate sets out of his own funds—if I may use such an ex- 
pression. 
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Again the auditor can never be certain that some of the lia- 
bilities of his clients are not being concealed from him. 

Suppose, for instance, that my business partner and myself 
go to a bank other than the one with which we usually do busi- 
ness, borrow $5,000.00 and sign our firm name to a note, but pay 
the borrowed money into a special bank account, speculate with 
it on the grain market and lose it all. There is of course no doubt 
that our firm is liable on the note, but an auditor going over our 
books would have no means of discovering the note’s existence. 
It would only come to light when it was presented for payment. 

It is often impossible, particularly in the case of small busi- 
ness concerns, to detect that liabilities for merchandise purchases 
are being deliberately concealed. 


I have dealt with the limitations, expressed and implied, which 
an auditor should place upon himself. Let us now consider the 
limitations which are imposed upon him by his clients. 

In auditing books the professional accountant seldom insists 
on checking every item relating to every class of transaction, but 
confines himself to making tests of their accuracy. The exact 
proportion of the items which an auditor should check before he 
is justified in certifying to the correctness of his clients’ accounts 
as a whole is, however, largely a matter of opinion. 

Clients frequently undertake to define the exact scope of the 
work which they wish performed, and to this the auditor has no 
right to object. In such cases it is the duty of the auditor to make 
it clear before undertaking the work that any certificate that he is 
called upon to sign will have to be so expressed as to disavow 
responsibility for matters which he was expressly instructed not 
to investigate. 

When the client is willing that tests of all classes of transac- 
tions shall be made, but wishes unduly to restrict the number of 
these tests, the auditor should explain before accepting the work 
that he does not consider such tests sufficiently comprehensive to 
warrant his certifying a condensed financial statement, but that 
he will be glad to furnish a report to his client in which the scope 
of the work performed by him will be clearly defined. In such 
cases, all financial statements prepared by the auditor and sub- 
mitted with his report should be marked “subject to report here- 
with.” 
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When a client imposes no restrictions as to the scope of the 
work to be done, but induces the auditor to accept the work 
at a very low fee, the auditor is not relieved thereby of any 
of his responsibility for the correctness of the accounts and the 
client can properly object to any restricted wording in his cer- 
tificate indicating that a comprehensive audit has not been made. 
The auditor must stand by his bargain and fulfil his duties even 
where he has made a bad guess and the cost of doing the work 
turns out to be more than the amount of the fee. 


The third class of limitations with which an auditor has to 
contend are those arising from the nature of the problem pre- 
sented to him for solution. 

For example, it not infrequently happens that auditors when 
called upon to take up the investigation of the accounts of a 
business find that the vouchers and other documentary evidence 
supporting the book entries have been destroyed or that some of 
the original books of entry themselves are missing. 

This is apt to be the case when the earnings of past years are 
being investigated in connection with a sale of the business or the 
putting out of a bond issue. It happens even more often when 
verifying the purchase and sale prices of unlisted securities, real 
estate, etc., held by trustees for the benefit of minors until the at- 
tainment of their majority. 

In all such instances it is obvious that, where the missing evi- 
dence affects material figures, only a restricted certificate can be 
given by the auditor. He may have no reason whatever to doubt 
the general ledger figures, but the lack of any means of actually 
verifying them compels him to limit his responsibility for them. 

The lack of a good system of accounts frequently severely 
handicaps the auditor. It is not unusual to find manufacturing 
concerns in country districts whose expenses of every description 
have been dumped into one expense account in such a way as to. 
defy analysis, the result being that it is impossible for the auditor 
to determine among other things the proper percentage of factory 
overhead which should be added to the prime cost of the goods 
manufactured in taking inventory. 

Among the smaller manufacturing concerns there is often no 
cost accounting system in operation, or if one exists it may be 
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found to be based on test costs established several years ago and 
not since revised. 

I could go on indefinitely giving instances of the troubles 
which an auditor may encounter. To sum up the whole matter I 
would say in conclusion that in issuing his certificate an ac- 
countant accepts a grave responsibility not only to his client but 
to the world at large inasmuch as it is impossible for him to know 
into whose hands it may fall. 

He must, therefore, exercise the most scrupulous care that the 
wording of his certificate convey the exact measure of responsi- 
bility which he assumes to accept and that it is expressed in 
language so clear that he who runs may read. 

One last word. What I have said to you relates almost ex- 
clusively to the limitations of the accountant in his capacity of 
auditor. 

When not acting as auditor in the strictest sense of the word, 
the accountant has a much broader field of usefulness and is fre- 
quently invited to express his opinion (and a valuable one it often 
is) on a great many subjects. 

It is, therefore, most important that as students you should 
lose no opportunity of widening your knowledge of economics and 
of the more intimate details of commercial and financial matters 
with which the business executive has to deal from day to day. 

Business men are learning more and more to consult their 
accountants on the problems with which they find themselves con- 
fronted as to factory and office management, finance and even 
legal matters. The accountant need not be the final authority on 
these matters, but his qualification for giving advice is his broad 
business experience and resultant knowledge of how similar 
problems have been solved by others. He is, therefore, an excel- 
lent diagnostician as to the cause of financial troubles and like a 
physician if unable to give the proper treatment himself can and 
will turn over his client to the proper kind of specialist for 
attention. 
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By Artuur S. LITTLE 


There are so many trustworthy and comprehensive bond value, 
compound interest and annuity tables in existence today that inde- 
pendent calculations are seldom necessary for the solution of 
practical problems; and even when unusual conditions are met 
with, that seem to render standard tables unserviceable, the diffi- 
culty can often be satisfactorily overcome through such practical 
expedients as “doubling the time” or interpolation. 

Nevertheless, independent logarithmic calculations are some- 
times desirable or necessary, and the purpose of this article is 
to elucidate an idea that I stumbled upon in 1905, whereby one 
single formula may be employed for the direct and ready solution 
of any sane problem involving compound interest that could be 
proposed. 

This is a rather strong statement, but I believe it to be correct, 
subject to the following reasonable exceptions which, it should 
be noted, involve nothing new: 


(a) If the rate of interest is the unknown quantity, 
the solution, instead of being direct, must be by trial 
and approximation. 

(b) If periodical payments (an annuity) are involved, 
they must be for uniform amounts at regular intervals 
of time. 

(c) In annuity problems, the rate of interest must 
(when conditions require) be transformed by a prelimi- 
nary auxiliary calculation into the effective rate for the 
time interval of the periodical payments. 


While the plan about to be explained is supposed to be ori- 
ginal and unpublished and is beyond doubt interesting, very little 
is claimed for it as regards practical usefulness; and in my 
opinion it is not to be mentioned in the same breath with such a 
discovery as that of the late Charles E. Sprague, whereby “all 
problems in compound interest are soluble through the bond 
tables.” * The principal merit this one-formula plan appears to 





*Accountancy of Investment; p. 98, 1909 edition. 
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possess is that it can be remembered by almost any one. This 
could scarcely be said even of the table of formule on p. 148 
of The Accountancy of Investment and, judging from the off- 
hand actuarial skill possessed by such gentlemen as I have met 
whose knowledge was acquired from the textbooks of English 
and Scottish writers, I sometimes wonder if those authors them- 
selves could remember over-night any of their frightful three and 
four-story equations composed largely of Greek or Sanskrit 
characters, and what sort of score they would make if suddenly 
called upon to box the compass** without being permitted to take 
a peek or two at their own textbooks. 
The universal formula referred to is: 


RPWt=DW't+RL—D 


with the following cast of characters: 


Ws ones’ The interest rate per time unit 

Picwets Original loan (or deposit) 

Os candés Number of time units 

i chees Periodical payment on loan (or periodical 
deposit ) 

Liss aron Final amount due on loan (or total accum- 


ulated deposit) 


The apparent feature of two Topsies requires explanation. 
W is not, strictly speaking, an element of the equation but is 
merely a symbol for the ratio of increase—i. e., the interest rate 
with unity added. The cumbersome properties of such formulz 
as generally given are due largely to the fact that the ratio is 
employed in the form of a polynomial—(1-+-R)—and experience 
has shown that algebraic’ work, transforming, etc., are greatly 
facilitated when the (1+R) is designated by a single character. 

As will be shown later, the applicability of this formula hinges 
upon the elasticity of not only the numerical values assigned to 
the different terms but the signs thereof as well. But in order 
to have the minimum amount of dry-as-dust abstract algebra and 
conversely to invest the plan with the maximum amount of what 





**While confessing to a very scant familiarity with the subject, if my recollection 
serves me aright, this would involve, among other things, frequent iteration of the 
incantation: “Deferred hyperbolic annuities certain in reversion, with a past entrance,” 
with certain variations.—A. S. L. 
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Mr. Sprague aptly termed “rational concepts,” the normal version 
of the formula as given above should be conceived to cover an 
interest-bearing indebtedness, upon which payments are made 
from time to time. In other words, the payments, D, are antagon- 
istic to the original indebtedness, P. 

The only other case would be of course where the payments 
supplement the original indebtedness, in which case the same 
formula applies except that every sign of D must be changed. 

This fundamental principle (as well as the formula itself) 
should be thoroughly committed to memory; whereupon, as pre- 
viously stated, the formula will serve for the direct and ready 
solution of any practical compound interest problem. 


EXAMPLES 


To what sum will a savings bank deposit of $345 grow in 14 years at 
3 per cent., s. a. 


Be wia:ctasanomeced $345 
Se -exdnennensul 1.015 
© cavoccscccund 28 
DP skcenecmwenand 0 
Sper ? 
RPWt= RL 
Divide by R 
PWt=L 


$345 (1.015) 28 = $523.44 


A private investor who did not believe in safe deposits found that his 
child had been playing with a pair of scissors and a $1,000 West Shore 
bond. The coupon sheets were intact but the face of the bond could not 
be found. Valuing money at 4 per cent., s. a., what was the extent of 
the injury? 


OE ne ? or Y 
OT scscervedecs 1.02 
© vcsstcucenbal 990 
Phaacaciecsinas 0 
Ré . anion $1,000 
Y (1.02) 99° = $1,000. 
=$1 
Y=$1,000__ 5 000003067 
(1.02) 990 


If $200 be deposited annually for seven years in a savings bank that 
pays 4 per cent, s. a., what will be the accumulated balance? 
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WE iduisevhosd . (1.02) 2=1.0404 
OD i. aisiutiataake dui 0404 

SP atraekvcesnin —$200 

S cuddseocdetien 0 

Bp ade Vanden ? or Y 

£: csieeebadeusan 7 


0 = — $200(1.0404)7+-RY+D 
yielding Y = $1,581.58 


If desired, the same result may be obtained by transforming the deposit 
instead of the rate; i.e, pretending that the deposits were made semi- 
annually. In this case the semi-annual equivalent would be $99.01, ascer- 
tained by the auxiliary calculation: 


1.02D + D = $200 


Valuing money at 5 per cent., s. a., what should be paid for a 40 year 
lease yielding $5,000 per half-year? 


| rere ee 025 

BP ih eensucecuun ? or Y 
WE Aateiks vou 1.025 

C icscasdcweee 80 

| | Pope pine ree $5,000 
| ae eS 0 


(.025) (P) (1.025)8°= ($5,000) (1.025)8 — $5,000. 
yielding P = $172,259.09 


This method, however, is not as good as: 





Set down value for 5 per cent. bond............ $1,000,000 .00 
Subtract value for 4 per cent. bond............ 827,740.91 
$172,259.09 


A man deposits $100 in a savings bank and proposes to make regular 
semi-annual deposits thereafter in order that his son may find $1,000 
awaiting him when his twenty-first birthday is reached 16 years hence. 
The bank’s rate being 4 per cent., s. a., what should be the amount of 
each subsequent deposit? 


De six aoweebens 02 

BD ddniniaigstn ae $100. 

| Re er —?, or Y 
S icccaseaapomen 32 

We isan kkueenad 1.02 

Bi aeakCueneee $1,000 


(02) ($100) (1.02) 32==— } (Y) (1.02)32} + (.02) ($1,000) + Y 
Yielding Y = $18.35 
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What semi-annual payment, for 10 years, has a present worth of 
$190,000, at 6 per cent., s. a.? 


OM wiheicciances 03 

PY cisthbiweawkee $190,000 
SE Ae 1.03 
eee ree 20 

a pin cagine ne ae ? or Y 
iti ticckectews 0 


(.03) ($190,000) (1.03)20= (y) (1.03)20—Y 
yielding Y = $12,770.98 


Required a 3 per cent. basis for a 7 per cent. s. a. bond, 50 years to run. 


De wslind Scueneee 015 

DD, shbenéawaies 1.015 

_ genres ? or Y 
| Oe $3,500 
fy: debe ecduicentneaee $100,000 
.-akeweaneante 100 


(.015) (Y) (1.015) 00 = (3500) (1.015) 90 + 1500 — 3500 
yielding Y = $203,249.41 


Required a 4 per cent. basis for a 6 per cent. bond, the assumption 
being that it will be called in 8% years at 102%. 

Method same as preceding example except that L = $102,500. 

REMARK: The first of the above examples is commonplace, and a 
correct result is obtained without assuming that the purchaser of the bond 
betakes himself to a savings bank every six months with a “sufficient 
portion of the money received”* for reinvestment purposes. What is still 
more important, however, is the fact that the coupons are treated as 
antagonistic payments on P, of which those who are wont to insist that 
such said coupons are “interest,” or at least have something to do with 
interest on the investment, will please take notice. 

A man owes a debt of $250, which he undertakes to liquidate by 
monthly payments of 10 per cent. of the amount due. How many pay- 
ments must be made to reduce the indebtedness to $10? 


nig aan aihoaaae —.1 
RS? $250 

Te stances 9 

RE a Se oe eee ? or Y 
a poe 0 
TAI $10 


(— .1) ($250) (.9)¥ = (—..1) ($10) 
which simplifies to .9¥Y = .04 





*See Tue JournaL or Accountancy, Nov., 1907, p. 7. 
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Log. .04= 2.60206 = — 1.39794 
Log. .9 1.95424==— .04576 


— 1.3979 
=5 = 30.52 


— .045 
How many times may $1.00 be redeposited before shrinking to Ic., 


assuming that each bank through which it passes keeps a reserve of 
25 per cent.? 


Solution similar to foregoing problem: 


A real estate agent advances $1,200 to a client for whom he is man- 
aging property that yields net monthly income of $70. If he charge (and 
later credit) interest on balances at the rate of 1 per cent. per month, in 
what time will the client’s balance be $1,200 in black ink? 


A logical and perfectly sound method would be to regard this as 
two problems—first the time required for the excess of income over 
interest to extinguish the loan and, second, the time in which the annuity 
of $70* would grow to $1,200. Only one calculation is necessary, how- 
ever, if the ultimate $1,200 balance be considered as a negative indebted- 
ness of the client to the real estate agent. 


P -cicndgeabasute $1,200 
RD .cscvewsescws 01 
ere 1.01 
DP .vekiics sinaw $70 

Be sctcoasnenses —$1,200 
O cagasvectious ?or Y 


(.01) ($1,200) (1.01)¥ = ($70) (1.01)¥ — .01 ($1,200) — $70 
yielding Y = 34.8 months 





LaTerR.—The foregoing is doubtless still correct as far as it 
goes except for the necessity of a little soft pedal on the propo- 
sition, “any sane proposition involving compound interest that 





*Together with, perhaps, a little nucleus that might have been created.—A. S. L. 
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could be proposed”; for I have just made the startling discovery 
of the existence of a theorem known as “Makeham’s formula” 
whereby an issue of serial bonds (symmetrical in design) may be 
accurately valued by a direct and simple calculation. This most 
ingenious and meritorious method—evidently the product of an 
Englishman—is adverted to briefly, with a few examples, in a 
recent publication by Mr. M. A. Mackenzie of Toronto, Interest 
&* Bond Values, and rather in a manner to suggest that the idea 
is well known public property. But I have some reason for 
believing that the idea is not widely known in this country, and 
it is highly probably that any elucidation thereof that came from 
our friends on the other side would be algebraic to the nth degree 
of difficulty. I therefore feel that there is no harm in attempting 
to explain both the practical workings and the theory of said 
formula in the style of the “rational concepts” school. 


Suppose an issue of $200,000 6 per cent. bonds, maturing 
serially, $10,000 every six months for 10 years, which bonds are 
to be valued on a 2 per cent. basis. 


At one time a favorite expedient of bond dealers (and doubt- 
less others who should have known better) was to find that the 
bonds would “average” 5%4 years and accordingly utilize a bond 
value for that length of time, which in this case would have been 
obtained by adding together the 5 year and 5% years values and 
dividing by 2: 


118.9426 
120.7353 


239.6779 
119.83895  $20,000........ $239,677 .90 


However, this fallacy (the basis of which is the assumption that 
a curved line is a straight line) is now pretty well exploded, and 
the customary and, of course, perfectly sound method is to 
obtain the sum of the appropriate values for each maturity, as 
follows: (authority, Deghuée) 
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10198 02 
10394 08 
10588 20 
10780 39 
10970 69 
11159 10 
11345 64 
11530 34 
11713 20 
11894 26 
12073 53 
12251 02 
12426 75 
12600 74 
12773 01 
12943 57 
13112 45 
13279 65 
13445 20 
13609 11 


239088 95 


This $239,088.95 is of course the present worth, at 1 per cent per 
half-year, compound discount, of 


$10,000 due in six months; 
10,000 due in one year; 
10,000 due in 1% years; etc. 
and 
$6,000 coupons due in six months; 
5,700 coupons due in one year; 
5,400 coupons due in 1% years, etc., 


and an expression for the sum of these quotients of different 
sums divided by varying powers of 1.01 would appear so for- 
midable that one would scarcely think that any direct plan of 
solution could be devised that would possess any utility. 
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Nevertheless, by Makeham’s formula: 


f ) f compound } 
| Present worth of the discount on 
Investment value = 4 annuity represented Pcs a roe | the annuity 
|by the bonds * basis rate | of 
{ j | the bonds j 


In the problem at hand, the serial bonds constitute an annuity 
of $10,000 per period for 20 periods, and its present worth at 
1 per cent. is 


$180,455.53 


The compound discount is of course 


$200,000 — $180,455.53 = $19,544.47 


Multiplying by = pbceneebesesescawass $58,633.41 
Add present worth of bonds............. 180,455.53 





$239,088 . 94 


If Mr. Sprague (who evidently knew nothing of this) were here 
he would no doubt admit that it was a little rough on his formula 
given on p. 119 (1909 edition) of the Accountancy, and which he 


says “. . . will seldom be of use . . . it will involve the compu- 
tation of three powers of r by logarithms.” 

It should be noted that the formula can be applied directly 
in this manner only when the serial instalments coincide with 
the payment of coupons. If, as is frequently the case, the bonds 
mature at annual intervals, then imaginary semi-annual payments 
for the effective equivalent sum must be assumed. 

We have already noted that the total value of this bond issue 
is, like all other bond issues, the present worth at compound 
discount of each bond and each coupon. We did find the present 
worth of the bonds themselves, and we then appear to have 
obtained the solution of the equation: 


Present worth _ $6,000, $5,700 — $5,400 $300 
of coupons ~~ a 1.012 + 1.013 Pescrnerees 1.0179 
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by the simple formula: 


coupon rate ( compound discount on annuity ) 


basis rate represented by bonds 


In other words, this complicated series, involving 20 different 
powers of the ratio 1.01, which is not an ordinary geometrical 
progression, is solved by the simple means of subtracting the 
present worth of the bonds from their face value and multiplying 
the result by the ratio of the coupon rate to the basis rate! 

This appears positively uncanny at first when regarded as a 
mathematical proposition; nevertheless, the philosophical expla- 
nation is absurdly simple.* 

Excluding entirely the subject of coupons—if an investor 
proposed to buy these $200,000 bonds maturing at six months 
intervals on O per cent. basis he would have paid $200,000. But 
he wishes to realize 2 per cent. on his money, therefore he 
proposes to pay the present worth of the twenty instalments of 
bonds, which is ascertained to be $180,455.53, and we know that 
if he pays that price he will net exactly 2 per cent. on what he 
has invested. 

But if the maker of the bonds should now modify them to 
the extent of putting the correct amount of coupons thereon, 
at 2 per cent., it would instantly hoist the present worth of the 
issue to a punctual interest basis, or what is vulgarly termed 
“par,” or $200,000; hence the present worth of the coupons, 
at 2 per cent., is $19,544.47. 

But the bonds really carry coupons at 6 per cent.; hence the 
present worth of such coupons is 


™ $19,544.47 
2° tee teas 


The old story of Columbus and the egg. 





*Without, however, detracting in the least from the credit due Mr. Makeham for 
his brilliant discovery.—A. S. L. 
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Reorganization Through Receivership 


By R. J. Bennett, C. P. A. 


This brief discussion of the Westinghouse reorganization may 
be of interest at this time, supplementing to some extent a recent 
article on receiverships by Willard P. Barrows. Books on ac- 
counting do not devote much space to this subject; therefore 
students of accounting are thrown upon their own resources in 
obtaining information. 


Corporations, like individuals, frequently get into financial 
difficulties. Reorganization with or without receivership is of 
common occurrence. If the creditors of a corporation cannot be 
induced to defer enforcement of their claims to give it an oppor- 
tunity to recover itself, especially during hard times, then the aid 
of a court of equity may be invoked as a first step toward re- 
ceivership, reorganization or bankruptcy. 

If the court deems it necessary a receiver may be appointed, 
usually at the request of the stockholders, the bondholders or 
the leading creditors. Such appointment is made only after 
careful consideration of the rights of all parties concerned, the 
chief purpose being to conserve the company’s property and to 
protect it from confiscation. When in the hands of the receiver, 
the property is beyond the reach of creditors, his duty being to 
take charge of the estate and preserve the property until a satis- 
factory settlement can be made, either by assignment to the 
creditors, by reorganization, by bankruptcy or until sale of the 
property can be made on favorable terms. 

Receivership with consequent reorganization is the case with 
many a company as will have been noted by readers of the daily 
papers. With railroads this has been of common occurrence. In 
some cases they even remain in the hands of the receiver for a 
number of years, the Wabash Railroad Company being a notable 
example. The Wabash went into the hands of the receiver in 
December, 1911, and came out in November, 1915. Several im- 
portant railroads and public service corporations have been and 
many are still in the hands of receivers. In the fall of 1915, 
twenty or more railroad companies, one-sixth of the entire rail- 
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way mileage of the country, were in receivers’ hands. The three 
largest were the Chicago, Rock Island and Pacific with 8,320 
miles of railroad; the Missouri Pacific with 7,284 miles; and the 
St. Louis and San Francisco with 6,219 miles. The aggregate 
mileage in the hands of receivers was 40,721 miles, with an out- 
standing capital stock of $676,562,475. The bonded indebtedness 
was $1,594,941,014, of which $673,875,000 was in default. 
Various causes have been assigned for this condition, notably the 
unusual business depression, too great a mileage in unprofitable 
territory and restrictive state regulations. It is apparent, how- 
ever, that too great a portion of capital was in the form of bonds, 
which amounted to more than twice the outstanding capital stock. 

The bookkeeping plans used by receivers differ considerably. 
The general practice is for the receiver to open a separate set of 
books for himself in which all his official transactions are 
recorded. Some use single entry and others double; some take 
all the assets and liabilities into the receiver’s accounts, while 
others take only the assets, usually at the appraised value. Some- 
times the company’s own ledger is continued, after bringing down 
the adjusted balance of assets and liabilities. The subsidiary 
books and records of original entry are usually continued, espe- 
cially if it be a large concern, but in a small one all data may be 
recorded on separate sheets. All keep a careful record of cash 
receipts and disbursements, though some of these are very crude. 
The receiver’s final account for presentation to the court is usually 
made up in a simple manner; before final distribution is made, 
however, it is passed upon by an auditor appointed by the court 
for that purpose. 

ACTUAL REORGANIZATIONS 


Industrial corporations: frequently find it necessary to resort 
to receivership for one cause or another, and the final records 
thereof are as a rule available for research purposes. Court 
records and government reports are fruitful sources of informa- 
tion and give access to actual corporation records that would not 
otherwise be available. Incidents of this kind, especially in the 
case of large corporations, are usually given much publicity. 
Newspaper comments, court decisions, reports of government in- 
vestigations, annual company reports and circulars of informa- 
tion issued by corporations themselves or by the various com- 
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mittees acting for the parties at interest supply abundant informa- 
tion. Before and during the receivership and at the time of 
reorganization the stockholders and creditors are freely cir- 
cularized for and with suggestions, tentative plans and final agree- 
ments, which in many cases comprise a considerable volume of 
printed matter. The student of accounting and finance will find 
it worth while to make a study of one or two of the prominent 
receiverships and reorganizations which have come before the 
public. 


THE WESTINGHOUSE COMPANY 


The accompanying comparative statement of the Westinghouse 
Electric and Manufacturing Company shows its condition before 
and after its second reorganization. The first occurred in 1891 
without a receivership, and the second in 1908 after a receiver- 
ship lasting for more than a year. Because of the unexpected 
panic of 1907 and difficulties in refunding maturing obligations, 
receivers were appointed in October, 1907, and discharged in 
December, 1908. The business was continued by the receivers 
during this time, but at a considerable reduction in output. 
During the receivership several plans for the readjustment of the 
company were made by the various parties at interest, but each 
in turn met with failure. Finally the plan mapped out by the 
merchandise creditors’ committee was assented to by the other 
committees and adopted. Under it the current creditors agreed 
to become partners in the corporation and to take stock in ex- 
change for their claims. The main provisions of this plan were 
as follows: 


THE REORGANIZATION PLAN 


Settlement was made of the $4,000,000 of merchandise debts 
by the issue of a new “assenting” or common stock at par. A 
subscription at par for $6,000,000 of new stock was made by the 
stockholders. The bank debt was converted into new stock, 
convertible long term bonds and notes running for an average of 
at least five years. The old bonds and short term notes were 
undisturbed. 

“The striking feature of the plan was its simplicity. Only the 
holders of the floating debt were affected, a large part of whom 
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had already consented to the terms of the plan. No mortgage 
was created and no change was contemplated in the security of the 
older obligations. The greatest strength of the plan, perhaps 
unusual among industrial reorganizations, was the change of 
floating debt into new stock, with the consequent reduction of 
fixed charges.’’* 


THE BALANCE SHEET 


The accompanying balance sheet shows the condition of the 
Westinghouse Company on the date when the receivers were 
appointed, side by side with the statement of March 31, 1909, 
that date being the end of the company’s fiscal year and only three 
months after reorganization. The changes for the better are 
apparent. The property and plants were evidently over-valued, 
since they have been reduced from $19,878,345 to $14,578,389. 
The increase in cash shows the successful rehabilitation of the 
cash account as a result of the reorganization. The accounts and 
notes receivable have been reduced nearly $3,000,000, but there is 
still $1,166,280 due from new subscriptions to stock. The ma- 
terial and supplies have been reduced nearly one-half, un- 
doubtedly consumed in business operations ; but on the other hand 
the charters, franchises, etc., are stated at $6,827,212. The 
reduction of current liabilities is particularly noticeable. The 
decrease in surplus resulted from expenses of reorganizing and 
losses in operations, as explained in the president’s report. 


The increase in capital is significant, and yet it is apparent that 
the reorganization was effected largely by means of the stock 
increase of $12,698,610. This was used to pay off the mer- 
chandise creditors and for sale to the former stockholders. The 
bonds have been increased over $2,000,000 and a new short term 
note issue made for $1,392,150. A reorganization to be suc- 
cessful should effect a reduction in fixed charges by refunding, if 
possible, bonded and secured debts with issues of preferred or 
common stock. This case resulted in a decrease thereof of over 
$1,000,000 as will be seen in the comparative statement given 
below. 





*From Dewtng’s Corporations, Premotions and Reorganizations. 
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WESTINGHOUSE ELECTRIC AND MANUFACTURING COMPANY 


Showing balance sheets before and after reorganization 
(Receiver took charge October 31, 1907, and was discharged 
December 5, 1908. Reorganization plans adopted 
October, 1908.) 








Items October 31, 1907 March 31, 1909 Increase Decrease 
Assets 
Property and plant........ $19,878,345 $14,578,390 $5,299,955 
Investments in other com- 
0 ERE pale ROS 29,491,776 29,844,289 $352,513 
Sinking fund ......... 48,234 48,234 
Total fixed assets. ..$49,370,121 $44,470,913 4,899,208 
OG iid cdccccccs 2,983,709 10,297,935 7,314,226 
Cash—special deposit ..... 1,535,120 1,535,120 
Cash for payment of bond 
ED. 5 sebsidititina cusdesa-s 24,040 24,040 
Accounts and notes receiv- 
MN Masel teh ek dnabeuee 6a 13,567,161 10,602,789 2,964,372 
Due from subscribers to 
ee OE bineckisccaas 1,166,280 1,166,280 





Total current assets.$16,550,870 $23,626,164 7,075,294 





Material and supplies, stock 
on hand and in process, 





ati eh os cidaiecbneus 17,458,410 9,961,182 7,497,228 
Charters, franchises, pat- 
ents, prepaid charges, etc. 6,827,212 6,827,212 
Total assets ........ $83,379,401 $84,885,471 
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Items October 31, 1907 March 31, 1909 Increase Decrease 
Liabilities 
Capital stock preferred.... $3,998,700 $3,998,700 
Capital stock assenting.... 23,937,005 36,636,125 
Capital stock—non assenting 1,110 600 
, Ferrer $27,936,815 $40,635,425 $12,698,610 
Surplus account .......... 12,029,122 8,980,335 $3,048,787 
Total capital and surplus .$39,965,937 $49,615,760 
Debenture certificates .... 1,969,000 1,969,000 
Bonds outstanding ........ 18,500,000 20,532,252 2,032,252 
Collateral notes .......... 8,702,702 8,702,703 
Notes issued under read- 
justment plan .......... 1,392,150 1,392,150 
Total funded debt ....... $29,171,702 $32,596,104 3,424,402 
Subscription to capital stock 
of a Russian subsidiary... 347,500 347,500 
Notes payable ............ 9,209,766 125,000 9,084,766 
Accounts payable ......... 5,031,996 1,168,791 3,863,205 
Accrued charges .......... 481,682 481,682 
Total current liabilities. .$14,241,762 $2,122,973 12,118,789 
Reserves for various pur- 
OO hccccdtedscvecsoent 550,634 550,634 
$84,885,471 


Total liabilities ......... $83,379,401 








Note.—Statement for 1907 taken from Dewing’s Reorganizations, that of 1909 from 


the company’s annual report. 
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RESULT OF WESTINGHOUSE REORGANIZATION 


The failure, as already stated, came during the panic of 1907 
because of inability to meet maturing debts and through payment 
of exorbitant dividends. For several years, and even in 1907, 
the company paid 10% on both preferred and common stock. It 
suffered through too much prosperity and by failure to keep a 
sufficient supply of liquid assets. Because the unsecured creditors 
were pressing their claims and the banks could not extend their 
loans, the directors were forced to make application for receivers. 
This was done at the request of a committee of the Pittsburgh 
clearing house. Within two months a readjustment committee 
of the various creditors was formed and plans for reorganization 
began to be submitted almost immediately. After preparing 
plans and counter plans for a period of one year, a plan was 
finally evolved and declared operative. It was simple and prac- 
ticable, involving no sale of assets, no assessments, no new com- 
pany, no additional mortgage and a material reduction of fixed 
charges. By reference to the comparative balance sheet the 
reduction of interest-bearing debt becomes particularly noticeable. 
It has proven a material force in aiding the company to regain its 
former business standing and prestige. The annual interest 
charges were reduced from $2,650,000 to $1,650,000 by exchang- 
ing stock of the company for interest bearing obligations. 

The following summary (from Promotions and Reorganiza- 
tions by A. S. Dewing) shows the fixed debt and interest charges 
before and after reorganization and the manner of obtaining 
relief from this drain on the company. 


Before reorganization, in 1907 


Debt Interest 
EE Re ey a ee $30,000,000 
Interest and sinking funds, about 6% $1,800,000 
Floating interest bearing debt.......... 9,210,000 
Interest approximately 6%.......... 552,000 
PIR 6 bb cde caeeeuseceses con 5,242,000 
Upon which no trade discounts could 
5 eee 302,500 





$44,452,000 $2,654,500 
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After reorganization, in 1908 


Debt Interest 
PunGed Git 204 5s nt Sekeinced cee $34,281,000 
Interest and sinking funds, about 544% $1,925,000 
Floating interest bearing debt (approx.) 1,700,000 
Interest approximately 5%......... 85,000 
Open accounts, upon which full trade 
discounts could be taken.......... 1,000,000 





$36,981,000 $2,010,000 
Irom this should be taken the money 
furnished by the stockholders...... . 6,059,000 
And the interest this additional capital 
would command oo 65 ccc ccecsees 363,000 





$30,922,000 $1,647,000 


In order to show the effect of this reorganization and receiver- 
ship upon the company’s business, I include extracts from the 
report of the president, George Westinghouse, as of March 31, 
1909, three months after the company was reorganized : 


As will be noted, there was a decrease in the surplus account during 
the year of $2,992,661.80, which is made up of the following items: 


Loss from operations of the business after provid- 
ing for all interest charges and making fair 
allowances for depreciation............+s.ee0 $918,682.91 


Expenses incurred in connection with the adjust- 
ment of the debt which existed on October 
Te, WEE isc vcscciddeccevcspusdissesenesnaeeen 460,490 . 16 


Compensation and expenses of receivers and their 
GUND oa in cne sntcnc vetecetetekssianeusal 265,883 . 32 


Sundry amounts charged off to reduce the book 
value of the company’s assets, such as discount 
and expenses incurred in éonnection with bond 
issues of previous years; depreciation of 
patents; depreciation of various stocks and 
bonds; provision for possible losses on inactive 
finished parts and machines on hand at the 
close of the year, and other minor items of 
ed SINE * << 5+ v0540000 6 o6080'en cee 1,347,605 .41 
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The loss during the fiscal year of $918,682.91, after providing for 
interest on the debt and all expenses, is chiefly accounted for by a small 
volume of business, the utilization of high-price material, by sales at 
reduced prices, and by very considerable extra expenses incurred in com- 
pleting the departmentalizing of the manufacturing operations of the 
company and in the rearranging of the machinery, which work was carried 
on without interruption by the receivers. The results of these important 
changes in manufacturing methods have been greatly to reduce the amount 
of material, raw, in process and finished, required to be kept in stock for 
a given amount of output (as will be noted in the balance sheet, the 
amount of material in stock, work in progress, goods on consignment and 
apparatus with customers, on March 31, 1909, was $9,961,182.32, as com- 
pared with $17,740,187.32 on October 23, 1907, when the receivers were 
appointed), and also greatly to increase the space available for manufac- 
turing operations. 

The company received from stockholders, merchandise and other cred- 
itors, subscriptions to capital stock at par amounting to $12,778,825, to 
five per cent. convertible bonds at par amounting to $3,586,000, and to 
four, five, six and fifteen year notes, $1,392,150, making a total of new 
capital raised at par by the sale of stock and securities of $17,756,975. 

Your officials estimate that the plants of the company have an annual 
output capacity of $50,000,000, and that the cash capital provided as above 
is ample for conducting a business of that magnitude. 

Under the provisions of the convertible bond indenture, the company 
is required to provide a sinking fund of $500,000 annually and to invest 
the same in its convertible bonds. Since the termination of the receiver- 
ship, the company has turned into the sinking fund $1,500,000, covering 
the requirements up to the end of the present calendar year. This sum 
was invested in convertible bonds yielding a profit of $105,478.76. 

While there has been a decided improvement in the business of the 
company since the beginning of the year, it has not yet nearly reached 
normal proportions, although the outlook and inquiries indicate that in 
the near future the full capacity of your various works will be required 
to meet the demand. 
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EDITORIAL 
An Unhappy Suggestion 


The clearing house association of Cleveland, Ohio, is taking 
an important part in a campaign of education to convince the 
business man of the importance of correct reports of financial 
and business condition. 


The clearing house association has prepared forms of report 
for corporations, firms and individuals engaged in business and 
others and is doing its utmost to encourage the adoption of a 
uniform statement whenever possible. With the form and con- 
tent of this statement we are not at the moment concerned but a 
word must be said in opposition to a portion of the plan which 
the clearing house association has in mind. As has been said the 
idea as a whole is good and the American Association of Public 
Accountants will doubtless be ready to assist in every way to en- 
courage the public comprehension of the truth that good account- 
ing is good business. It is, therefore, all the more unfortunate 
that in the course of its educational efforts the Cleveland clearing 
house association should lend itself to such an argument as that, 
which is contained in an address by Francis Coates, Jr., examiner 
for the clearing house association. This address has been re- 
printed and is being distributed by the clearing house association. 
It, therefore, assumes an official status. 


In order to show the gradual steps by which Mr. Coates 
arrives at his erroneous conclusion we quote the following para- 
graph: 
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Let us look to the dealer or operator who is not securing the accommo- 
dation to which his worth and his success entitle him, who is handicapped 
by his inability, through ignorance or faulty methods, of compiling a 
competent statement. In the natural evolution attending the use, the 
tabulation and the analysis of statements—of the accounts of profit and 
loss—and the detail contained in the questionary, the services of the 
accountant, the auditor and the credit man are brought into play. In 
many instances it has been developed that a borrower could not make a 
statement simply because he did not know how, or because his methods 
of accounting were at fault. He is successful, but he does not know the 
degree of his success or his actual financial condition. There are many 
such cases. The bank’s accountant steps in and arranges this borrower’s 
values in intelligent lines, or the bank’s auditor is called upon to take 
inventory, and to make his figures for him and, incidentally, in case the 
connection is a desirable one, to install a system of accounting and opera- 
tion that will not only demonstrate the present, but insure the future 
worth of the business, with the result that a valuable connection is 
secured to both the banker and the borrower. To this end several of our 
banks are operating departments of accounts and audit for the use of 
their clients, but for their mutual good and protection. 

There would be no objection to Mr. Coates’ remarks were the 
last portion of the foregoing paragraph omitted. Of course it is 
essential that every bank shall have its own accounting depart- 
ment and at times it is conceivable that the bank accountant might 
be asked to undertake work outside the bank premises, but it is 
questionable if this would be as satisfactory as Mr. Coates sug- 
gests. 

In another city it has been for many years a custom among 
some of the trust companies to maintain audit departments, and 


the method of procedure is somewhat as follows. 


John Doe calls at the bank and expresses the wish to establish 
a credit. He is informed that his affairs must be investigated and 
a certified statement of condition presented. John Doe asserts 
that he is solvent and that his credit is good but in order to carry 
conviction he offers to present a report of his own bookkeeper. In 
some cases he goes further and offers to present the reports of a 
certified public accountant. It is rumored, whether truly or not, 
that even these are not always accepted by trust companies. It 
is quite a simple matter for a trust company officer to say that 
he would prefer to have a statement certified by the audit depart- 
ment of the trust company and if the seeker for credit is unable 
to obtain what he wishes elsewhere he is thereupon forced to 
contribute to the upkeep of the trust company’s audit department. 

It is a beautiful plan, but it has not been an unqualified 
success—at any rate from the point of view of business men— 
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Editorial 


and we seriously doubt if it will be any more acceptable in Cleve- 
land. The whole thing is wrong in principle and therefore will 
not endure. The business man will not permit his banker to tell 
him how his business is to be conducted. The banker may insist, 
and rightly, that the report of conditions shall be correct and 
independently made, but when he presumes to dictate the identity 
of the auditor he is exceeding his prerogative. Even when a 
banker selects one good firm of accountants and urges all bor- 
rowers to submit to an audit by such firm an undesirable result is 
obtained. How much more so then must be the efforts of a bank 
or trust company to undertake the audit itself. The plan is open 
to abuses which will be sufficiently self-evident without discus- 
sion here. 

It is right and proper that the banker should investigate the 
integrity and standing of the accountant who certifies to a bor- 
rower’s financial condition but that is as far as the banker has any 
right to go, and we believe the business men of the country will 
not permit the development of an idea which will probably be un- 
fortunate wherever it may be tried. 





Government Out of Place 
The New York World published on April Ist the following 
letter : 


To the Editor of The World: 


Don’t you think it good business, before the government goes into the 
shipping trade, the steel trade, ammunition trade and other trades, to let 
the people know, through expert accountants, how the government comes 
= from a competitive standpoint in the business the government operates 
today? 

Is the government above its own laws? 

Our political parties are the biggest combinations in the country. 

Is our government oligarchical! 


Q. 

The indentity of Q is unknown to us, but for his perspicacity 
we have profound respect. It is remarkable, as he implies, that 
the government of these United States should seriously consider 
the adoption of state socialism without stopping to count the cost 
—that is to say, it would be remarkable if the long suffering 
American public were not so thoroughly accustomed to the in- 
eptitude of government. 
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As a matter of fact not only is the government inclined to 
operate without expert advice but there seems some reason to 
believe that congress will prohibit the use of efficient methods in 
government plants. The notorious Deitrick amendment for ex- 
ample is a direct bid for the labor vote at the expense of the 
people of the country. It would prohibit the recognition of merit 
and ability. 

Another instance of the same sort of stupidity occurred when 
the urgent efficiency bill was enacted in March, 1914, with a rider 
which practically prevents the employment of public accountants 
in any department of the government. 

The testimony of those who have investigated the conduct of 
the post office department (which is the greatest governmental 
enterprise) is practically unanimous in its condemnation of the 
inefficient methods employed. Yet the lesson has not been learned 
and the government may and probably will undertake some 
further exercise of its commercial ambitions with a result which 
will not be unlike the results of similar experiments in the past. 

“Is our government oligarchical ?” 

The nation arises in choral affirmative. 





Accountants and Receivership 


An editorial which appeared in the January issue of THE 
JouRNAL oF AccouNTANCY has called forth a protest from 
Willard P. Barrows whose article on receiverships was the subject 
of the editorial. Mr. Barrows feels that this magazine has been 
guilty of a serious blunder in suggesting that accountants are the 
obvious men to undertake the work of receivership. In order 
that his views may be understood we present Mr. Barrows’ 
letter. 


Editor, The Journal of Accountancy: 

Str: There has come to my attention recently a copy of THE JOURNAL 
or AccouNTANCY for January, in which appears an address which I made 
before the Pennsylvania Institute of Public Accountants at Philadelphia, 
the article having been submitted by me for publication at the request 
of the committee in charge of the meeting. 

Although the editor has done me the honor of giving my article first 
place in the magazine, he has seen fit to criticise it severely, and I feel 
that silence on my part might be construed as an agreement with the 
views expressed by the editor. 
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Editorial 


It would seem to me that one at all familiar with the responsibilities 
devolving upon a receiver could not take so narrow a view as to assert 
that the appointment of a public accountant as receiver is the “simplest 
and easiest solution of the receivership problem.” Having “amazed” the 
editor by the “remarkable omission” of overlooking the “obvious solution 
of the problems” I discuss, it may not be out of place for me to say, by way 
of apology for presuming to discuss the subject, that I have written from 
the standpoint of one who has had a legal education, a fairly thorough 
knowledge of and a large amount of practice in accountancy, and who 
has had thirty years of business experience in financial and other lines, 
and has been active as receiver or trustee in eight or more matters of 
considerable importance. 


It seems to me that I have sufficiently pointed out in my article the 
increasing tendency to specialization, and I have made a plea for the yet 
unrecognized and almost undiscovered professional receiver, for whom 
there is a great need and opportunity. The ideal man for that place will 
not necessarily come from the school of accountancy, the law school or 
any particular professional school. His most essential qualifications will 
be a broad, varied and successful business experience, particularly in 
business administration and management. He should be honest, broad- 
minded and fearless. His problems involve from time to time legal and 
accounting questions and those of manufacturing, merchandising, trans- 
portation, engineering, mining, salesmanship, finance, employment, business 
negotiation and what not. It is an extremely narrow view to hold that 
the expert in any one of these lines is necessarily the one above all others 
best fitted for receivership administration. The services of the lawyer, 
the accountant and others are readily obtainable when wanted, but they 
are specialists, and the general administration of receiverships is not the 
specialty of any one of them. Many lawyers are well qualified to he 
receivers, and the same is true of many professional accountants, but their 
fitness for such work is in proportion to the amount and variety of busi- 
ness administrative experience they have had outside of their strictly pro- 
fessional work, and not merely because they are lawyers or accountants. 


It is hardly necessary to say that the men standing highest in their pro- 
fessions are those who adhere most strictly to those professions, and I am 
sure the editor will not wish to lower the professional standards of account- 
ancy. If he insists upon the accountant being made receiver because “he 
is the man whc is able to attend to all the duties of that office,” I shall 
insist upon his preparing him especially for that profession, for he can 
have no higher aims for his profession than I for mine, if I may call 
it such. The most important part of his preparation, as I have said 
before, is a broad, varied and successful business experience. He may 
be an excellent accountant, but it is doubtful if he could be an ideal 
receiver without such preparation. 


I mean no disparagement to any profession, but I do assert that 
business concerns in trouble should have more expert management than 
is ordinarily given them. Instead of grafting the job as a side line to 
another one, its special requirements should be the main consideration. 
and they are not necessarily to be found in any one profession or line of 
work out of several which could be named. 


I am sorry not to have seen the editor’s comments when first published, 
as the matter is probably rather cold by this time. 


Very truly yours, 


W. P. Barrows. 
Philadelphia, March 24, 1916. 
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The arguments contained in this letter do not seem to affect 
the question. Of course everyone will agree that if there were 
such a person as a professional receiver and if he were possessed 
of accurate accounting knowledge as well as legal and business 
experience he would be the logical man to be a receiver; but in 
the absence of this perfect being the accountant is certainly the 
nearest approach to the desired standard. Mr. Barrows over- 
looks the fact that the accounting profession originated largely by 
reason of the need for receivers who were qualified to conduct the 
work. In England and in fact in all the British dominions one 
of the most important portions of the accountant’s activities is 
that concerned with receiverships and trusteeships. In this 
country the accountant has not devoted sufficient attention to this 
class of professional engagement and furthermore many lawyers 
and judges have been opposed to the appointment of receivers 
from among the accountants. Latterly, however, since the fees 
for receivers have been considerably curtailed, some lawyers have 
come to the conclusion that the accountant is the fit and proper 
person to be appointed receiver. 

The so-called business man—who by the way is almost as 
abstract and intangible a person as the man-about-town—is not 
qualified to be a receiver without having as well legal and account- 
ing knowledge. The lawyer is not qualified without business 
experience and accounting knowledge. The accountant is not 
qualified without business and legal knowledge. Of the three 
classes of men the accountant is the only one who can make 
serious claim to the possession of the three classes of knowledge, 
at least to some extent. Ergo, the accountant is the logical man to 
be appointed receiver. The absence of that criterion for whom 
Mr. Barrows pleads is a matter of history. 

It may be interesting merely to refer to the success which has 
attended receiverships in the British dominions when they have 
been placed in the hands of accountants and also to the fact that 
in those comparatively few cases when accountants have been 
appointed receivers in this country, the administration of affairs 
has been so markedly satisfactory as to call for commendation 


from the bench and from shareholders. 
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REGULAR SEMI-ANNUAL MEETING OF TRUSTEES 


The regular semi-annual meeting of the board of trustees of the 
American Association of Public Accountants was held at the Bankers’ 
Club, New York, April 10, 1916. 


Present: 


President: 
J. Porter Joplin 


Treasurer: 


Carl H. Nau 


Vice-Presidents : 
Shepard E. Barry (Wisconsin) 
Harold Benington (Illinois) 
Thomas L. Berry (Maryland) 
Hamilton S. Corwin (New York) 
Bertram D. Kribben (Missouri) 
J. Edward Masters (Massachusetts) 
John B. Niven (New Jersey) 
George L. Vannais (Connecticut) 
Ralph D. Webb (Minnesota) 


Trustees : 
W. Sanders Davies 
John F. Forbes 
John B. Geijsbeek 
J. S. M. Goodloe 
Robert H. Montgomery 
E. W. Sells 
J. E. Sterrett 
W. F. Weiss 


Secretary : 
A. P. Richardson 

The minutes of the preceding meeting as printed in the year book 
were approved. 

Thomas L. Berry (Maryland) reported that the C.P.A. law of Mary- 
land had been repealed and a new bill had passed both houses of the 
legislature and would probably be signed by the governor within a few 
days. 

The report of the treasurer for the seven months ended March 31, 
1916, showed balance on hand September 1, 1915, $9,918.07; receipts from 
dues, etc., $9,797.19; total, $19,715.26; disbursements, $6,622.32; balance 
April 1, 1916, $13,092.94. 


369 








The Journal of Accountancy 


Reports of the secretary, executive committee and committee on annual 
meeting were accepted and placed on file. 
The programme arranged by the committee on annual meeting follows: 


MONDAY. 

10.00 A. M—Meeting of the board of trustees. 

4 to 6 P. M—Reception by the ladies of the New York state society. 

Evening.—Theatre party by invitation of the New York state 
society. 

TUESDAY. 

10.00 A. M.—Business session: addresses of welcome by Hon. John 
Purroy Mitchel, mayor, and by the president of the Merchants Asso- 
ciation, with suitable acknowledgment by a representative of the 
American Association. Proceed immediately after with the presenta- 
tion of credentials, the president’s address, and the presentation of the 
report of the board of trustees, reports of officers, etc., adding to the 
morning session that which was outlined for the afternoon session of 
the 1910 programme, the afternoon session beginning at 

2.30 P. M.—General business. 

12.30 P. M.—It is expected that the delegates will lunch with the 
Accountants’ Round Table organization. 

7.00 P. M.—An informal “at home” by the New York state society 
—to be determined upon later. 

WEDNESDAY. 
10.00 A. M.) Busi : 
230 P. M.{ usiness sessions. 

3.00 P. M.—Boat trip around Manhattan island for the ladies and 

others who can participate. 


Evening.—Left open for private entertainment. 


THURSDAY. 
10.00 A. M.—Closing business session, including the induction of 
newly elected officers into office. 
2.30 P. M.—Meeting of the board of trustees. 
7.00 P. M.—Annual banquet, which it is hoped will include repre- 
sentatives from the Merchants Association. 


It was suggested that the following be invited to speak at the banquet: 


Dr. J. H. Finley, president of the University of the state 
of New York, 

Hon. Chas. S. Hamlin, governor of the Federal Reserve Board, 
or Hon. F. A. Delano, vice-governor, 

Mr. W. C. Breed of the Merchants Association, and 

Messrs. R. H. Montgomery and E. L. Suffern, for short responses 
on behalf of the Association. 

Mr. Harvey S. Chase as toast-master. 
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FRIDAY. 


An entertainment is planned to be conducted by the New York 
state society at Long Beach, where there wili be golfing as well as 
other entertainment. 


The report of the committee on education was presented by the chair- 
man of the committee, Waldron H. Rand. Mr. Rand stated that the 
committee had decided to devote its investigations to the qualifications of 
the candidate for the C.P.A. degree under the classification of educational 
preparation and practical experience as interpreted by the various state 
boards of accountancy. The report of the educational committee was 
accepted. 


Reports of the committee on federal legislation, general relations and 
JOURNAL were accepted and filed. 


The report of the commitiee on state legislation recommended the 
approval of the C.P.A. law of Kentucky. 

The committee reported that a bill providing for the certified public 
accountant certificate had been introduced in the District of Columbia 
and asked for the instructions of the trustees as to action in regard to 
such bill. 

The committee also reported that since the date of the last annual 
meeting it had made further investigation of the situation in Kansas and 
was of the opinion that the board of administration of Kansas is an 
educational body and further that the administration of the C.P.A. law 
in Kansas had been conducted in such a manner as to meet the require- 
ments of the association. The committee therefore recommended that 
the American Association accept as satisfactory the Kansas C.P.A. law. 

The committee recommended that the new C.P.A. law of Maryland 
be approved. 

The committee reported at length on the situation which had arisen 
in Wisconsin. 

All recommendations of the committee were approved and at the 
request of the chairman of the committee the president was authorized 
to appoint a special committee of five members of the association who 
should act in an advisory capacity with the committee on state legislation 
in the revised classification of the C.P.A. laws of the country upon which 
the committee is now engaged. 

It was resolved that the committee on state legislation should request 
a hearing on the District of Columbia bill. 

Shepard E. Barry, president of the Wisconsin Society of Certified 
Public Accountants, requested the board of trustees to reconsider its 
action in refusing to recognize as satisfactory the C.P.A. law of Wis- 
consin. Mr. Barry pointed out that the undesirable features of the law 
had been inoperative and that the administration conducted by the state 
board had conformed to high professional standards. After prolonged 
discussion the matter was referred again to the committee on state 
legislation. 
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On the motion of Robert H. Montgomery, certain differences in society 
affairs in Texas were referred to the committee on state legislation. 

On recommendation of the committee on membership, the following 
were elected: 


Connecticut Society of Certified Public Accountants 


Fellow (advanced from associate) : 
Herbert F. Seward, C.P.A. 


lowa Society of Certified Public Accountants 
Fellow: 
William Herbert Cullen, C.P.A. (subject to the consent of the 
Illinois Society). 


Maryland Association of Certified Public Accountants 
Fellow (advanced from associate) : 
Ernest C. Hendrix, C.P.A. 
Associate : 
Raymond Carlisle Reik, C.P.A. 


Certified Public Accountants of Massachusetts, Inc. 
Fellows: 
Stanley G. H. Fitch, C.P.A. 
Arthur T. Batchelder, C.P.A. 
Stuart Chase, C.P.A. 
William J. McAvoy, C.P.A. 
Abbott H. Rollins, C.P.A. 
George A. Smith, C.P.A. 


Michigan Association of Certified Public Accountants 


Fellows: 
George M. Patterson, C.P.A. 
William Terry Sunley, Jr., C.P.A. 


Missouri Society of Certified Public Accountants 


Fellow: 
Harold C. Crane, C.P.A. 


Society of Certified Public Accountants of the State of New Jersey 
Fellows: 
Morris J. Hoenig, C.P.A. 
Charles E. Mather, C.P.A. 
Edward M. Smith, C.P.A (subject to the consent of the New York 
state society). 
New York State Society of Certified Public Accountants 
Fellows: 
George L. Bergen, C.P.A. 
B. C. Braman, C.P.A 
E. W. Breyer, C.P.A. (advanced from associate). 
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Morris Citrin, C.P.A. 

Walter N. Dean, C.P.A. 

Anthony Hophan, C.P.A. 

George F. Horn, C.P.A. 

Charles J. Maxcy, C.P.A. (subject to the consent of the New 
Jersey Society). 

Robert N. Phinney, C.P.A. 

James Lawrence Ridgway, C.P.A. 

S. J. Syer, C.P.A. 

Henry Varay, C.P.A. 


Ohio Society of Certified Public Accountants 


Fellows: 
Vernor Davis Bierman, C.P.A. 
Horace Calvin Marble, C.P.A. 
John N. Patton, C.P.A. 
Howard Alfred Swearingen, C.P.A. 
Sylvan Orlando Watson, C.P.A. 


Washington Society of Certified Public Accountants 


Fellows: 
John F. Anderson, C.P.A. 
Andrew J. Quigley, C.P.A. (subject to the consent of the Illinois 
Society). 
George Shedden, C.P.A. 


The report of the special committee on federal trade commission 
was accepted and placed on file. 

A vacancy in the office of the auditors was filled by the election of 
Charles F. McWhorter. 

A special appropriation of two hundred and fifty ($250.00) dollars 
for stationery and printing was approved. 

The meeting then adjourned for lunch. 

After lunch the report of the special committee on form of organiza- 
tion of association was presented. 

The discussion of this report occupied the greater part of the after- 
noon. After full consideration and the adoption of amendments the 
report and draft constitution and by-laws of the proposed Institute of 
Accountants in the United States of America were approved. 

It was resolved that the full report of the committee should be printed 
and distributed to all members of the association as early as practicable. 

Meeting adjourned. 
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Epitep BY JoHN B. Niven, C. P. A. 


The supreme court has disposed of four further cases under the 
income tax law and the terms of the decisions are published under T. D. 
2300, T. D. 2301, T. D. 2302 and T. D. 2303. 


T. D. 2300 is a decision which disposes of a claim for refund of tax 
paid on the ground that the law was unconstitutional because (a) it was 
a direct tax and therefore outside the limits prescribed by the sixteenth 
amendment to the constitution, and (b) it was retroactive in its operation 
and created illegal discriminations and inequalities. The court held that 
the case was absolutely controlled and governed by the decision recently 
given in the case of Brushaber v. Union Pacific Railroad Co. and dis- 
missed it accordingly. 

T. D. 2301 is a decision concerning the proper relief available to an 
income tax payer who is dissatisfied with his assessment. The court holds 
that the general provisions of law in regard to the collection and refund 
of taxes are applicable to the income tax law; that a tax payer is not 
permitted to restrain or enjoin the assessment or collection of the tax, 
and that his only remedy is a suit to recover the tax after it is paid. 

T. D. 2302 is a decision in the same case referred to in the immediately 
preceding paragraph. The tax payer regularized his case in the lower 
court by paying the tax under protest and prayed for a recovery of the 
amount paid on the grounds stated in the original bill. The government 
moved to dismiss the bill for want of jurisdiction because the suit was 
brought to enjoin collection contrary to the provisions of section 3224, 
Revised Statutes and for want of equity because the income tax law was 
constitutional and valid. The court below dismissed the case not because 
of want of jurisdiction but on the merits of the case. The decision now 
under review was pronounced by the supreme court on the appeal of the 
government that the court below was without jurisdiction to decide on the 
merits, but it was held that the procedure in the case was such that the 
court was not justified in holding that reversible error was committed 
by the court below in passing upon the case on its merits, thus putting 
an end to further absolutely useless and unnecessary controversy, because 
on the merits all the contentions raised had been adversely disposed of 
in Brushaber v. Union Pacific Railroad Co. 

T. D. 2303 is a decision on a case by a stockholder enjoining payment of 
tax by a mining corporation. The chief ground of complaint was the pro- 
vision of the law which limited the depreciation arising from depletion 
of the ore deposits which might be deducted in arriving at the net 
income to 5 per cent. of the “gross value at the mine of the output during 
said year.” The stockholder maintained that the actual net income of the 
corporation did not exceed $550,000, but that because it was limited to 
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deducting one-fifth of the true value of the depletion it was compelled 
to pay tax on approximately $1,150,000. The court, however, holds that, 
while the particular tax which the statute levies on mining corporations 
is distinct from the tax on corporations other than mining and on indi- 
viduals, a brief analysis demonstrates that the distinction is one without 
a difference and therefore that the proposition presented in this case is 
also foreclosed by the ruling in Brushaber v. Union Pacific Railroad Co. 
Broadly speaking, the court states, without in any way dealing with the 
inequity of the provision, that the sixteenth amendment did not restrict 
the basis of the tax to the extent of placing it in the category of direct 
taxation subject to apportionment by a consideration of the sources from 
which the income was derived; that the case presented rested on the 
wholly fallacious assumption that a tax on the product of a mine is 
necessarily a direct tax on property because of its ownership unless 
adequate allowance be made for the exhaustion of the ore body to result 
from working the mine; and that the tax is not a tax upon property as 
such because of its ownership, but a true excise levied on the results of 
the business of carrying on mining operations. While it is desired to 
refrain from any criticism of the law enunciated in this decision, never- 
theless circumstances can be readily conceived in which it would work 
grave inequity, and an inequity, moreover, which is entirely foreign to 
and not necessary under a strict application of the principle and theory 
upon which the whole structure of the income tax statute is built. 

The other treasury decisions published will now be referred to: 

T. D. 2311 gives the minimum amounts which the treasury department 
has determined to accept in compromise of the specific penalties incurred 
by corporations, individuals and withholding agents. These amounts, how- 
ever, will only apply to cases where there was no intention to evade the 
law or escape taxation. 

T. D. 2313 and T. D. 2317 should be read together as they both deal 
with the taxability of interest from bonds and dividends on stock of 
domestic corporations owned by non-resident aliens. By these decisions 
the treasury department reverses its former attitude and now declares 
that such income accruing to non-resident aliens is subject to the tax 
imposed by the act of October 3, 1913. The new decision is of far 
reaching effect as it covers all of the enormous quantity of American 
securities held abroad and may injure to some extent the very high regard 
which these securities have attained there in recent time. Unless the 
department’s position is beyond cavil, therefore, it is most likely to be 
challenged, and a glance at the rulings on the subject may be instructive. 

The enacting clause in the income tax statute provides that a tax of 
one per centum shall be assessed, levied, collected and paid annually upon 
the entire net income from all property owned and of every business, 
trade or profession carried on in the United States by persons residing 
elsewhere. 

The position, formerly taken up by the treasury department, that interest 
on bonds and dividends on stock of domestic corporations owned by non- 


375 











The Journal of Accountancy 


resident aliens were not taxable, was founded on opinions obtained from 
James C. McReynolds, then attorney general and now a justice of the 
supreme court. Under date of October 23, 1913, he gave it as his opinion 
that the law “does not lay a tax upon the interest accruing on bonds” 
executed by a resident or citizen of the United States “when held and 
owned by a non-resident foreigner, and that this is true irrespective of 
whether they are unsecured or secured by a mortgage upon real estate in 
this country, and also irrespective of whether the written bonds are in fact 
kept or interest payments thereon are made”; and under date of July 15, 
1914, in giving his opinion as to the non-taxability of dividends on stock, 
the attorney general, after indicating that the mere receipt of dividends 
was not “business, trade or profession carried on in the United States,” 
stated that the question of their taxability was in substance whether shares 
of domestic corporate stock owned by non-resident aliens were “property 
in the United States” within the meaning of the statute. 

He made the following quotation from the case of Hawley v. Malden 
(1914) 232 U. S. 1, 11, 12 (decided in January, 1914, within three months 
after the passage of the income tax law): 

“While the shareholder’s rights are those of a member of the corpora- 
tion entitled to have the corporate enterprise conducted in accordance with 
its charter. they are still in the nature of contract rights or choses in 
action. (Morawetz on Corporations, sec. 225.) As such, in the absence of 
legislation prescribing a different rule, they are appropriately related to 
the person of the owner, and, being held by him at his domicile, con- 
stitute property with respect to which he is under obligation to contribute 
to the support of the government whose protection he enjoys.” 

He then proceeded to say: “The courts having thus defined the situs of 
corporate stock for purposes of taxation, and a tax upon income being a 
direct property tax, (Pollock v. Farmers’ Loan & Trust Co., 158 U. S. 601 
—the XVI amendment merely enlarging the powers of the United States, 
without changing the legal nature of the tax) it follows that congress 
must be deemed to have used the words ‘property . . . in the United 
States’ as including only such forms of property as had a legal situs 
therein. I find in this statute no enactment taxing income from corporate 
stock in specific terms, and no appropriate language evincing any intention 
to fix by legislation the situs of such stock.” . . . “In my opinion, 
therefore, shares of stock of domestic corporations owned by non-resident 
aliens are not ‘property . . . in the United States’ within the meaning 
of the act of October 3, 1913, and dividends accruing therefrom to such 
non-resident aliens are not subject to any tax under said act. 

“This opinion is confined to a construction of the legal import and 
intent of the statute in question; and I express no opinion whatever as to 
the power of congress, by appropriate legislation, to impose such a tax.” 

And on treasury rulings issued in accordance with these views did the 
position rest until the publication of the recent decision in the case of 
Brushaber v. Union Pacific Railroad Co. It is upon the decision in that 
case that the new ruling is based. The decision does not specifically 
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authorize the taxation of such income, which as a matter of fact is not 
even mentioned. But a perusal of the attorney general’s opinion on the 
one hand, and the court decision on the other discloses the fact that 
while the former was based to a great extent on the supreme court decision 
in Pollock v. Farmers’ Loan & Trust Co., which at that time was the leading 
and ruling case on income tax, where it was held that a tax upon income was 
a direct property tax, the court in the Brushaber case departed from that 
ruling and held that a tax on income was not a direct tax but was an 
indirect tax and fell within the class of excises, duties and imposts without 
any limitation as to apportionment or otherwise. It will probably therefore 
be found that it was on that ground that the treasury ruling under 
review was promulgated. 


The administration of this extension of the provisions of the income 
tax law will no doubt create a considerable amount of additional work 
for those bankers and others in this country who collect the income on 
American securities held abroad, though the withholding of the normal 
tax would not seem to entail much difficulty. The greatest trouble will 
arise when the collection of the additional tax upon such income is at- 
tempted, because the taxpayer being without the jurisdiction of the 
country it may not be possible to obtain a return upon which to base the 
assessment as is the case with those resident within the United States. 
To arrive at the proper rate or in fact to ascertain whether any addi- 
tional tax at all is due it will be necessary to find out the total income 
from all sources in the United States of each particular security holder, 
and arrange for the amount thereof to be deducted at the source on 
further collections of income. But on whom the liability for the additional 
tax on the whole income will be laid where the investor’s income is 
collected through more than one agent is one of the many questions which 
have still to be answered. 





TREASURY DECISIONS. 
(T. D. 2300, March 3, 1916.) 


Income tax act of October 3, 1913—Decision of the Supreme Court. 
QUESTION OF CONSTITUTIONALITY. 


The claim that the income tax is a direct tax and outside of the six- 
teenth amendment and unconstitutional disposed of by the decision in 
Brushaber v. Union Pacific Railroad Co. (T. D. 2290). The claim that it 
was repugnant to the constitution on account of its retroactive feature 
and on account of the provision for a progressive tax also disposed of by 
said decision. 

The appended decision of the supreme court of the United States in 
the case of Tyee Realty Co. v. Anderson, collector, and Edwin Thorne v. 
Anderson, collector, is published for the information of internal-revenue 
officers and others concerned. 
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SUPREME CourT OF THE UNITED States. Nos. 393 anp 394. 
OctoBer Term, 1915. 


Tyee Realty Co., plaintiff in error, v. Charles W. Anderson, collector of 
internal revenue, and Edwin Thorne, plaintiff in error, v. Charles W. 
Anderson, ‘collector of internal revenue. 


In error to the district court of the United States for the southern district 
of New York. 


[February 21, 1916.] 


Mr. Chief Justice White delivered the opinion of the court: 


Both the plaintiffs in error, the one in 393, a corporation, and the 
other in 394, an individual, paid under protest to the collector of internal 
revenue taxes assessed under the income tax section of the tariff act of 
October 3, 1913 (sec. 2, ch. 16, 38 Stat., 166). After an adverse ruling by 
the commissioner of internal revenue on appeals which were prosecut 
conformably to the statute (Rev. Stat., secs. 3220, 3226) by both the 
parties for a refunding to them of the taxes paid, these suits were com- 
menced to recover the amounts paid on the ground of the repugnancy to 
the constitution of the section of the statute under which the taxes had 
been collected, and the cases are here on direct writs of error to the 
judgments of the court below sustaining demurrers to both complaints on 
the ground that they stated no cause of action. 

Every contention relied upon for reversal in the two cases is embraced 
within the following proposition: (a) That the tax imposed by the 
statute was not sanctioned by the sixteenth amendment because the statute 
exceeded the exceptional and limited power of direct income taxation for 
the first time conferred upon congress by that amendment and, being out- 
side of the amendment and governed solely, therefore, by the general 
taxing authority conferred upon congress by the constitution, the tax was 
void as an attempt to levy a direct tax without apportionment under the 
rule established by Pollock v. Farmers’ Loan & Trust Co. (157 U. S., 429; 
158 U. S., 601). (6) That the statute is, moreover, repugnant to the con- 
stitution because of the provision therein contained for its retroactive 
operation for a designated time and because of the illegal discriminations 
and inequalities which it creates, including the provision for a progressive 
tax on the income of individuals and the method provided in the statute 
for computing the taxable income of corporations. 

But we need not now enter into an original consideration of the merits 
of these contentions because each and all of them were considered and 
adversely disposed of in Brushaber v. Union Pacific Railroad Co. That 
case, therefore, is here absolutely controlling and decisive. It follows 
that for the reasons stated in the opinion in the Brushaber case the judg- 
ments in these cases must be and they are affirmed. 


(T. D. 2301, March 3, 1916.) 
Income tax act of October 3, 1913—Decision of the Supreme Court. 


1. GENERAL Provisions APPLICABLE TO THE INCOME TAX LAw. 
The general provisions of law, including laws in relation to collection 
and refund of taxes, are applicable to the income tax law. 
2. Section 3224, REVISED STATUTES. 
The provisions of section 3224, Revised Statutes, forbid a suit to re- 
strain the assessment or collection of internal revenue taxes. 
3. INJUNCTION ON ACCOUNT OF UNCONSTITUTIONALITY. 
A suit to enjoin the assessment and collection of a tax because of 
alleged unconstitutionality of the statute not allowable. 


378 
































Income Tax Department 


4. CONTENTION OF COMPLAINANT WITHOUT MERIT. 
The contention that this case comes within the exception on account 
of the equities is without merit. 
5. Dectsions or Lower Courts AFFIRMED. 
The decisions of lower courts dismissing complaint are affirmed. 

(T. D. 1983; T. D. 2142.) 

The appended decision of the supreme court of the United States in 
the case of Dodge v. Osborn, Commissioner of Internal Revenue, is pub- 
ero for the information of internal revenue officers and others con- 
cerned. 


SuPREME Court OF THE UNITED States. No. 396. Octoper Term, 1915. 
John F. Dodge and Horace E. Dodge, appellants, v. William H. Osborn, 


Commissioner of Internal Revenue. 


Appeal from the court of appeals of the District of Columbia. 
[February 21, 1916.] 


Mr. Chief Justice White delivered the opinion of the court: 


The appellants filed their bill in the supreme court of the District of 
Columbia against the commissioner of internal revenue to enjoin the 
assessment and collection of the taxes imposed by the income tax section 
of the tariff act of October 3, 1913 (38 Stat., 166, 181), and especially the 
surtaxes therein provided for, on the ground that the statute was void 
for repugnancy to the constitution of the United States. The case is here 
on appeal from the judgment of the court below affirming the action of 
the trial court in sustaining a motion to dismiss the complaint for want 
of jurisdiction, because the complainants had an adequate remedy at law 
and because of the provision of section 3224, Revised Statutes, that “no 
suit for the purpose of restraining the assessment or collection of any tax 
shall be maintained in any court.” 

We at once put out of view a contention that section 3224 is not ap- 
plicable to taxes imposed by the income tax law, since we are clearly of 
the opinion that it is within the contemplation of paragraph L of the act, 
which provides— 

That all administrative, special, and general provisions of law, in- 
cluding the laws in relation to the assessment, remission, collection, and 
refund of internal revenue taxes not heretofore specifically repealed and 
not inconsistent with the provisions of this section, are hereby extended 
and made applicable to all the provisions of this section and to the tax 
herein imposed. 

And for the same reason we do not further notice a contention as to 
the inapplicability of sections 3220, 3226 and 3227, to which effect was 
given by the court below requiring an appeal to the commissioner of 
internal revenue after payment of a tax claimed to have been erroneously 
or illegally assessed and collected and upon his refusal to return the sum 
paid giving a right to sue for its recovery. 

The question for decision, therefore, is whether the sections of the 
Revised Statutes referred to are controlling as to the case in hand. The 
plain purpose and scope of the sections are thus stated in Synder v. Marks 
(109 U. S., 189, 193-194), a suit brought to enjoin the collection of a 
revenue tax on tobacco: 

The inhibition of section 3224 applies to all assessments of taxes, made 
under color of their offices, by internal revenue officers charged with 
general jurisdiction of the subject of assessing taxes against tobacco 
manufacturers. The remedy of a suit to recover back the tax after it is 
paid is provided by statute, and a suit to restrain its collection is for- 
bidden. The remedy so given is exclusive, and no other remedy can be 
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substituted for it. . . . Cheatham v. United States (92 U. S., 85, 88), 
and again in state railroad tax cases (92 U. S., 575, 613), it was said by 
this court, that the system prescribed by the United States in regard to 
both customs duties and internal revenue taxes, of stringent measures, not 
judicial, to collect them, with appeals to specified tribunals, and suits to 
recover back moneys illegally exacted was a system of corrective justice 
intended to be complete, and enacted under the right belonging to the 
government to prescribe the conditions on which it would subject itself to 
the judgment of the courts in the collection of its revenues. In the 
exercise of that right, it declares, by section 3224, that its officers shall not 
be enjoined from collecting the tax claimed to have been unjustly 
assessed, when those officers, in the course of general jurisdiction over the 
subject matter in question, have made the assignment (assessment) and 
claim that it is valid. 

And this doctrine has been repeatedly applied until it is no longer open 
to question that a suit may not be brought to enjoin the assessment or 
collection of a tax because of the alleged unconstitutionality of the 
statute imposing it. Shelton v. Platt (139 U. S., 591); Pittsburgh, etc., 
Railway v. Board of Public Works (172 U. S., 32); Pacific Whaling Co. 
v. United States (187 U. S., 447, 451, 452). 


But it is contended that this doctrine has no application to a case 
where wholly independent of any claim of the unconstitutionality of the 
tax sought to be enjoined, additional equities sufficient to sustain juris- 
diction are alleged, and this, it is asserted, being such a case, falls within 
the exception to the general rule. But conceding for argument’s sake only 
the legal premise upon which the contention rests, we think the conclusion 
that this case falls within such exception is wholly without merit, since 
after an examination of the complaint we are of the opinion that no 
ground for equitable jurisdiction is alleged. It is true the complaint con- 
tains averments that unless the taxes are enjoined many suits by other 
persons will be brought for the recovery of the taxes paid by them, and 
also that by reason of section 3187, Revised Statutes, making the tax a 
lien on plaintiffs’ property the assessment of the taxes would constitute 
a cloud on plaintiffs’ title. But these ailegations are wholly inadequate 
under the hypothesis which we have assumed solely for the sake of the 
argument, to sustain jurisdiction, since it is apparent on their face they 
allege no ground for equitable relief independent of the mere complaint 
that the tax is illegal and unconstitutional and should not be enforced— 
allegations which if recognized as a basis for equitable jurisdiction would 
take every case where a tax was assailed because of its unconstitutionality 
out of the provisions of the statute and thus render it nugatory, while it 
is obvious that the statute plainly forbids the enjoining of a tax unless 
by some extraordinary and entirely exceptional circumstance its provisions 
are not applicable. 

There is a contention that the provisions requiring an appeal to the 
commissioner of internal revenue after payment of the taxes and giving 
a right to sue in case of his refusal to refund are wanting in due process 
and therefore there is jurisdiction. But we think it suffices to state that 
contention to demonstrate its entire want to merit. 

Affirmed. 


(T. D. 2302, March 3, 1916.) 
Income tax act of October 3, 1913—Decision of the Supreme Court. 


1, JURISDICTION. = : ; 
There is no jurisdiction to entertain a suit brought to restrain collec- 
tion of a tax. 
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2. MERITS OF THE CASE. 
The contentions urged concerning the unconstitutionality of the law 
and of the income taxes were disposed of adversely in Brushaber v. 
Union Pacific Railroad Co. (T. D. 2290). 
The appended decision of the supreme court of the United States in 
the case of Dodge v. Brady, collector, is published for the information 
of internal revenue officers and others concerned. 


SUPREME Court OF THE UNitTep States. No. 213. Ocrosper Term, 1915. 


John F. Dodge and Horace E. Dodge, appellants, v. James J. Brady, 
collector of internal revenue. 


Appeal from the district court of the United States of the eastern district 
of Michigan. 


[February 21, 1916.] 
Mr. Chief Justice White delivered the opinion of the court: 


The appellants are the same persons who sued in Dodge v. Osborn, just 
decided. After the dismissal of that suit by the supreme court of the 
District of Columbia for want of jurisdiction the parties, on June 10, 1914, 
filed their bill in the court below against the collector of internal revenue 
to enjoin the collection of the surtaxes assessed against them which were 
disputed in the previous case on substantially the same grounds alleged 
in the complaint in that case The bill alleged, however, that plaintiffs 
had filed with the collector “an appeal or claim for the remission and 
abatement of the surtaxes” because of the unconstitutionality of the statute 
imposing them and that the commissioner of internal revenue, to whom 
the claim had been forwarded by the collector, had such protest under 
advisement. Upon the filing of the bill the plaintiffs moved for a pre- 
liminary injunction which was denied July 29, 1914. On the same day by 
leave of court a supplemental bill was filed which alleged that since the 
filing of the original bill the commissioner of internal revenue had ruled 
adversely upon plaintiffs’ protest and that thereupon they had paid the 
surtaxes to the collector under protest, and they prayed a recovery of the 
amount paid to the collector and for the other relief asked in the original 
bill. The defendant moved to dismiss the bill for want of jurisdiction 
because the suit was brought to enjoin the collection of a tax contrary 
to the provisions of section 3224, Revised Statutes, and for want of equity 
because the income tax law was constitutional and valid. The court 
sustained the motion on the latter ground and dismissed the bill on the 
merits, and the case is here on direct appeal because of the constitutional 
questions. 

The government insists that the court below was without jurisdiction 
to decide the merits, and we come first to that question. It is apparent if 
the original bill alone is taken into view that the suit was brought to 
enjoin the collection of a tax and the court was without jurisdiction for 
the reasons stated in the previous case. And it is argued by the govern- 
ment that there was no jurisdiction under the supplemental bill, since it 
fails to allege that an appeal was taken to the commissioner of internal 
revenue after the payment of the taxes and that he refused to refund 
them and therefore fails to allege a compliance with the conditions im- 
posed by sections 3220 and 3226 of the Revised Statutes as prerequisites 
to a suit to recover taxes wrongfully collected. But broadly considering 
the whole situation and taking into view the peculiar facts of the case, 
the protest of the commissioner and his exertion of authority over it, and 
his adverse ruling upon the merits of the tax, thereby passing upon every 
question which he would be called upon to decide on an appeal for a 
refunding of the taxes paid, we think that this case is so exceptional in 
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character as not to justify us in holding that reversible error was com- 
mitted by the court below in passing upon the case upon its merits, thus 
putting an end to further absolutely useless and unnecessary controversy. 
We say useless and unnecessary, because on the merits all the contentions 
urged by the appellants concerning the unconstitutionality of the law and of 
the surtaxes which it imposes have been considered and adversely dis- 
posed of in Brushaber v. Union Pacific Railroad Co. 
Judgment affirmed. 


(T. D. 2303, March 3, 1916.) 


Income tax act of October 3, 1913—Decision of Supreme Court. 


1, STOCKHOLDER ENJOINING PAYMENT OF TAX By CORPORATION. _ 
The decision in the case of Brushaber v. Union Pacific Railroad Co. 
(T. D. 2290) is controlling. 


2. THe SIXTEENTH AMENDMENT. 

The provisions of the sixteenth amendment conferred no new power 
of taxation, but simply prohibited the previous complete and plenary 
power of income taxation possessed by congress from the beginning 
from being taken out of the category of indirect taxation, to which it 
Lhanindiy \elanendl and being placed in the category of direct taxation 
subject to apportionment. 


3. MINING CoRPORATIONS. 
The tax on the product of a mine is not a tax upon property as such 
because of its ownership, but a true excise levied on the results of the 
business of carrying on mining operations. 


4. JUDGMENT AFFIRMED. 
The judgment of the United States district court affirmed. 
The appended decision of the supreme court of the United States in 
the case of Stanton v. Baltic Mining Co. is published for the information 
of internal revenue officers and others concerned. 


SupremME Court oF THE Unitep States. No. 359. Ocroper Term, 1915. 
John R. Stanton, appellant, v. Baltic Mining Company et al. 


Appeal from the district court of the United States for the district of 
Massachusetts. 


{February 21, 1916.] 
Mr. Chief Justice White delivered the opinion of the court: 


As in Brushaber v. Union Pacific Railroad Co., this case was com- 
menced by the appellant as a stockholder of the Baltic Mining Co., the 
appellee, to enjoin the voluntary payment by the corporation and its officers 
of the tax assessed against it under the income tax section of the tariff 
act of October 3, 1913 (38 Stat., 166, 181). As the grounds for the 
equitable relief sought in this case so far as the question of jurisdiction is 
concerned are substantially the same as those which were relied upon in 
the Brushaber case, it follows that the ruling in that case upholding the 
power to dispose of that controversy is controlling here and we put that 
subject out of view. 

Further, also like the Brushaber case, this is before us on a direct 
appeal prosecuted for the purpose of reviewing the action of the court 
below in dismissing on motion the bill for want of equity. 

The bill averred “that under and by virtue of the alleged authority 
contained in said income tax law, if valid and constitutional, the respondent 
company is taxable at the rate of 1 per cent. upon its gross receipts from 
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all sources, during the calendar year ending December 31, 1914, after 
deducting (1) its ordinary and necessary expenses paid within the year 
in the maintenance and operation of its business and properties, and (2) 
all losses actually sustained within the year and not compensated by 
insurance or otherwise, including depreciation arising from depletion of 
its ore deposits to the limited extent of 5 per cent. of the “gross value at 
the mine of the output, during said year.” It was further alleged that the 
company would, if not restrained, make a return for taxation conformably 
to the statute and would pay the tax upon the basis stated without pro- 
test, and that to do so would result in depriving the complainant as a 
stockholder of rights secured by the constitution of the United States as 
the tax which it was proposed to pay without protest was void for re- 
pugnancy to that constitution. The bill contained many averments on the 
following subjects which may be divided into two generic classes: (a) 
Those concerning the operation of the law in question upon individuals 
generally and upon other than mining corporations and the discrimination 
against mining corporations which arose in favor of such other corpora- 
tions and individuals by the legislation, as well as discrimination which the 
provisions of the act operated against mining corporations because of the 
separate and more unfavorable burden cast upon them by the statute than 
was placed upon other corporations and individuals—averments all of 
which were obviously made to support the subsequent charges which the 
bill contained as to the repugnancy of the law imposing the tax to the 
equal protection, due process, and uniformity clauses of the constitution. 
And (6) those dealing with the practical results on the company of the 
operation of the tax in question evidently alleged for the purpose of 
sustaining the charge which the bill made that the tax levied was not what 
was deemed to be the peculiar direct tax which the sixteenth amendment 
exceptionally authorized to be levied without apportionment and of the 
resulting repugnancy of the tax to the constitution as a direct tax on 
property because of its ownership levied without conforming to the regula- 
lation of apportionment generally required by the constitution as to such 
taxation. 


We need not more particularly state the averments as to the various 
contentions in class (a), as their character will necessarily be made mani- 
fest by the statement of the legal propositions based on them which we 
shall hereafter have occasion to make. As to the averments concerning 
class (6), it suffices to say that it resulted from copious allegations in the 
bill as to the value of the ore body contained in the mine which the com- 
pany worked and the total output for the year of the product of the mine 
after deducting the expenses, as previously stated, that the 5 per cent. 
deduction permitted by the statute was inadequate to allow for the de- 
pletion of the ore body, and therefore the law to a large extent taxed 
not the mere profit arising from the operation of the mine, but taxed as 
income the yearly product which represented to a large extent the yearly 
depletion or exhaustion of the ore body from which during the year ore 
was taken. Indeed, the following alleged facts concerning the relation 
which the annual production bore to the exhaustion or diminution of the 
property in the ore bed must be taken as true for the purpose of reviewing 
the judgment sustaining the motion to dismiss the bill. 


That the real or actual yearly income derived by the respondent com- 
pany from its business or property does not:exceed $550,000; that, under 
the income tax, the said company is held taxable, in an average year, to 
the amount of approximately $1,150,000, the same being ascertained by 
deducting from its net receipts of $1,400,000 only a depreciation of $100,000 
on its plant and a depletion of its ore supply limited by law to 5 per cent. 
of the value of its annual gross receipts and amounting to $150,000; 
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whereas, in order properly to ascertain its actual income, $750,000 per 
annum should be allowed to be deducted for such depletion, or five times 
the amount actually allowed. 

Without attempting minutely to state every possible ground of attack 
which might be deduced from the averments of the bill, but in substance 
embracing every material grievance therein asserted and pressed in argu- 
ment upon our attention in the elaborate briefs which have been submitted, 
we come to separately dispose of the legal propositions advanced in the 
bill and arguments concerning the two classes. 


Class A.—Under this the bill charged that the provisions of the statute 
“are unconstitutional and void under the fifth amendment, in that they 
deny to mining companies and their stockholders equal protection of the 
laws and deprive them of their property without due process of law,” for 
the following reasons: 


(1) Because all other individuals or corporations were given a right to 
deduct a fair and reasonable percentage for losses and depreciation of 
their capital and they were therefore not confined to the arbitrary 5 per 
cent. fixed as the basis for deductions by mining corporations. 

(2) Because by reason of the differences in the allowances which the 
statute permitted the tax levied was virtually a net income tax on other 
corporations and individuals and a gross income tax on mining cor- 
porations. 

(3) Because the statute established a discriminating rule as to indi- 
viduals and other corporations as against mining corporations on the 
subject of the method of the allowance for depreciations. 

(4) Because the law permitted all individuals to deduct from their 
net income dividends received from corporations which had paid the tax 
on their incomes and did not give the right to corporations to make such 
deductions from their income of dividends received from other corpora- 
tions which had paid their income tax. This was illustrated by the aver- 
ment that 99 per cent. of the stock of the defendant company was owned 
by a holding company and that under the statute not only was the cor- 
poration obliged to pay the tax on its income, but so also was the holding 
company obliged to pay on the dividends paid it by the defendant company. 

(5) Because of the discrimination resulting from the provision of the 
statute providing for a progressive increase of taxation or surtax as to 
individuals and not as to corporations. 

(6) Because of the exemptions which the statute made of individual 
incomes below $4,000 and of incomes of labor organizations and various 
cther exemptions which were set forth. 

But it is apparent from the mere statement of these contentions that 
each and all of them were adversely disposed of by the decision in the 
Brushaber case, and they all, therefore, may be put out of view. 


Class B.—Under this class these propositions are relied upon: 


(1) That as the sixteenth amendment authorizes only an exceptional 
direct income tax without apportionment, to which the tax in question does 
not conform, it is therefore not within the authority of that amendment. 

(2) Not being within the authority of the sixteenth amendment, the 
tax is therefore, within the ruling of Pollock v. Farmers’ Loan & Trust 
Co. (157 U. S., 429; 158 U. S., 601), a direct tax and void for want of 
compliance with the regulation of apportionment. 

As the first proposition is plainly in conflict with the meaning of the 
sixteenth amendment as interpreted in the Brushaber case, it may also be 
put out of view. As to the second, while indeed it is distinct from the 
subjects considered in the Brushaber case to the extent that the particular 
tax which the statute levies on mining corporations here under considera- 
tion is distinct from the tax on corporations other than mining and on 


384 


























Income Tax Department 


individuals, which was disposed of in the Brushaber case, a brief analysis 
will serve to demonstrate that the distinction is one without a difference, 
and therefore that the proposition is also foreclosed by the previous ruling. 
The contention is that as the tax here imposed is not on the net product 
but in a sense somewhat equivalent to a tax on the gross product of the 
working of the mine by the corporation, therefore the tax is not within 
the purview of the sixteenth amendment, and consequently it must be 
treated as a direct tax on property because of its ownership, and as such 
void for want of apportionment. But aside from the obvious error of 
the proposition intrinsically considered, it manifestly disregards the fact 
that by the previous ruling it was settled that the provisions of the six- 
teenth amendment conferred no new power of taxation, but simply pro- 
hibited the previous complete and plenary power of income taxation 
possessed by congress from the beginning from being taken out of the 
category of indirect taxation to which it inherently belonged and being 
placed in the category of direct taxation subject to apportionment by a 
consideration of the sources from which the income was derived; that is, 
by testing the tax not by what it was—a tax on income—but by a mis- 
taken theory deduced from the origin or source of the income taxed. 
Mark, of course, in saying this we are not here considering a tax not 
within the provisions of the sixteenth amendment—that is, one in which 
the regulation of apportionment or the rule of uniformity is wholly 
negligible because the tax is one entirely beyond the scope of the taxing 
power of congress and where, consequently, no authority to impose a 
burden, either direct or indirect, exists. In other words, we are here 
dealing solely with the restriction imposed by the sixteenth amendment on 
the right to resort to the source whence an income is derived in a case 
where there is power to tax for the purpose of taking the income tax 
out of the class of indirect, to which it generically belongs, and putting 
it in the class of direct, to which it woul not otherwise belong, in order 
to subject it to the regulation of apportionment. But it is said that 
although this be undoubtedly true as a general rule, the peculiarity of 
mining property and the exhaustion of the ore body which must result 
from working the mine causes the tax in a case like this, where an in- 
adequate allowance by way of deduction is made for the exhaustion of 
the ore body, to be in the nature of things a tax on property because of 
its ownership, and therefore subject to apportionment. Not to so hold, it 
is urged, is as to mining property but to say that mere form controls, 
thus rendering in substance the command of the constitution, that taxation 
directly on property because of its ownership be apportioned, wholly 
illusory or futile. But this merely asserts a right to take the taxation of 
mining corporations out of the rule established by the sixteenth amend- 
ment when there is no authority for so doing. It moreover rests upon 
the wholly fallacious assumption that, looked at from the point of view 
of substance, a tax on the product of a mine is necessarily in its essence 
and nature in every case a direct tax on property because of its owner- 
ship unless adequate allowance be made for the exhaustion of the ore 
body to result from working the mine. We say wholly fallacious assump- 
tion because, independently of the effect of the operation of the six- 
teenth amendment, it was settled in Stratton’s Independence v. Howbert 
(231 U. S., 399) that such a tax is not a tax upon property as such be- 
cause of its ownership, but a true excise levied on the results of the 
business of carrying on mining operations (pp. 413 et seq.). 

As it follows from what we have said that the contentions are in 
substance and effect controlled by the Brushaber case and in so far as this 
may not be the case are without merit, it results that for the reasons 
stated in the opinion in that case and those expressed in this, the judgment 
must be and it is affirmed. 
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(T. D. 2311, March 13, 1916.) 
Income tax—Compromises. 


Minimum amounts which will be accepted in settlement of the specific 
penalty. 


To collectors of internal revenue: 


With reference to corporations, individuals, and withholding agents 
who have failed to file returns of annual net income within the pre- 
scribed time for the year 1915 and prior years under the income tax law, 
you are advised that it has been determined by the treasury department 
to accept offers in compromise of the specific penalties in minimum sums 
as follows: 

For the year 1914—$10 from corporations; $5 from individuals or 
withholding agents. 

For the year 1915.—$20 from corporations; $20 from individuals or 
withholding agents. 

For the years 1914 and 1915.—$30 from corporations; $25 from in- 
dividuals or withholding agents. 

The minimum amounts stated above apply only to those cases where 
there was no intention to evade the law or escape taxation. 

Form 656 must be used in transmitting all income tax offers in com- 
promise to this office. In forwarding additional offers where the original 
offer has been rejected, reference should always be made to the “L” case 
number shown on the copy of the notice of rejection. Particular attention 
is called to the necessity for the proper filling in of all information called 
for on form 656. After the words “Return No.” should be entered the 
form number of the return, as 1040, 1031, 1042, etc. 

Offers in compromise can not receive favorable consideration in cases 
where returns for the year in question have not been filed. In such cases 
the recommendation that the offer be accepted should be made “subject to 
the filing of the return.” Each offer in compromise should be accom- 
panied by an affidavit in the form prescribed in Mim. 1023 in which the 
proponent should state briefly the cause of the delinquency. Where 
affidavits allege facts showing that no delinquency was incurred or recite 
circumstances which warrant relief from the specific penalty as indicated 
in Mim. 1347 the offer should be returned, unless there are facts in the 
possession of the collector at variance with the contentions made by the 
proponents, in which event a statement of such facts should be noted on 
form 656. 

A strict compliance with these instructions will greatly relieve the 
routine in connection with the handling of these cases. 

All delinquents who do not compromise their liabilities to the specific 
penalty, after ample opportunity has been given, should be reported on 
form 166 to the United States attorney for proceedings, except in cases 
required to be reported on supplemental delinquent lists. (Mim. 1347.) 


(T. D. 2313, March 21, 1916.) 


Taxability of interest from bonds and dividends on stock of domestic 
corporations owned by non-resident aliens, and the liabilities of non- 
resident aliens under section 2 of the act of October 3, 1913. 


To collectors of internal revenue: 

Under the decision of the supreme court of the United States in the 
case of Brushaber v. Union Pacific Railway Co., decided January 24, 
1916, it is hereby held that income accruing to non-resident aliens in the 
form of interest from the bonds and dividends on the stock of domestic 
corporations is subject to the income tax imposed by the act of October 
3, 1913. 
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Non-resident aliens are not entitled to the specific exemption designated 
in paragraph C of the income tax law, but are liable for the normal and 
additional tax upon the entire net income “from all property owned, and 
of every business, trade, or profession carried on in the United States,” 
computed upon the basis prescribed in the law. 


The responsible heads, agents, or representatives of non-resident aliens, 
who are in charge of the property owned or business carried on within the 
United States, shall make a full and complete return of the income there- 
from on form 1040, revised, and shall pay any and all tax, normal an 
additional, assessed upon the income received by them in behalf of their 
non-resident alien principals. 


The person, firm, company, copartnership, corporation, joint stock 
company, or association, and insurance company in the United States, 
citizen or resident alien, in whatever capacity acting, having the control, 
receipt, disposal, or payment of fixed or determinable annual or periodic 
gains, profits, and income of whatever kind, to a non-resident alien, under 
any contract or otherwise, which payment shall represent income of a 
non-resident alien from the exercise of any trade or profession within the 
United States, shall deduct and withhold from such annual or periodic 
gains, profits, and income, regardless of amount, and pay to the officer of 
the United States government authorized to receive the same such sum as 
will be sufficient to pay the normal tax of 1 per cent. imposed by law, and 
shall make an annual return on form 1042. 

The normal tax shall be withheld at the source from income accrued 
to non-resident aliens from corporate obligations and shall be returned 
and paid to the government by debtor corporations and withholding agents 
as in the case of citizens and resident aliens, but without benefit of the 
specific exemption designated in paragraph C of the law. 


Form 1008, revised, claiming the benefit of such deductions as may be 
applicable to income arising within the United States and for refund of 
excess tax withheld, as provided by paragraphs B and P of the income 
tax law may be filed by non-resident aliens, their agents or representa- 
tives, with the debtor corporation, withholding agent, or collector of 
internal revenue for the district in which the withholding return is 
required to be made. 

That part of paragraph E of the law which provides that “if such 
person . . . is absent from the United States, . . . the return and 
application may be made for him or her by the person required to withhold 
and pay the tax . . .” is held to be applicable to the return and applica- 
tion on form 1008, revised, of non-resident aliens. 

A fiduciary acting in the capacity of trustee, executor, or administrator, 
when there is only one beneficiary and that beneficiary a non-resident alien, 
shall render a return on form 1040, revised; but when there are two or 
more beneficiaries, one or all of whom are non-resident aliens, the fiduciary 
shall render a return on form 1041, revised, and a personal return on 
form 1040, revised for each non-resident alien beneficiary. 

The liability, under the provisions of the law, to render personal 
returns, on or before March 1 next succeeding the tax year, of annual 
net income accrued to them from sources within the United States during 
the preceding calendar year, attaches to non-resident aliens as in the case 
of returns required from citizens and resident aliens. Therefore, a 
return on form 1040, revised, is required except in cases where the total 
tax liability has been or is to be satisfied at the source by withholding or 
has been or is to be satisfied by personal return on form 1040, revised, 
rendered in their behalf. Returns should be rendered to the collector of 
internal revenue for the district in which a non-resident alien carries on 
his principal business within the United States or, in the absence of a prin- 
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cipal business within the United States and in all cases of doubt, to the 
collector of internal revenue at Baltimore, Md., in whose district Wash- 
ington is situated. 

Non-resident aliens are held to be subject to the liabilities and require- 
ments of all administrative, special, and general provisions of law in rela- 
tion to the assessment, remission, collection, and refund of the income 
tax imposed by the act of October 3, 1913, and collectors of internal 
revenue will make collection of the tax by distraint, garnishment, execu- 
tion, or other appropriate process provided by law. 

So much of T. D. 1976 as relates to ownership certificate 1004, T. D. 
1977 (certificate form 1060), T. D. 1988 (certificate form 1060), T. D. 
2017 (nontaxability of interest from bonds and dividends on stock), 
T. D. 2030 (certificate form 1071), T. D. 2162 (nontaxability of interest 
from bonds and dividends on stock) and all rulings heretofore made which 
are in conflict herewith are hereby superseded and repealed. 

This decision will be held effective as of January 1, 1916. 


(T. D. 2317, April 4, 1916.) 


The effective date of withholding at source from income paid to non- 
resident aliens from corporate obligations. 


To collectors of internal revenue: 


The provisions of T. D. 2313 of March 21, 1916, relative to withholding 
the normal tax of 1 per cent. at the source from income paid to non- 
resident aliens from corporate obligations will be held effective as of 
May 1, 1916. 

The requirements as to withholding at other sources of income paid 
to non-resident aliens heretofore in force remain without change as to 
effective date. 

The individual liability of non-resident aliens for tax on interest from 
bonds and dividends on stock of domestic corporations and for return 
and payment thereof to the government under section 2 of the act of 
October 3, 1913, will be held effective as of January 1, 1916. 





Michigan State Board of Accountancy 


The governor of Michigan has issued certificates as certified public 
accountants to the following candidates who passed the recent examina- 
tion: Thomas M. Faddis of Detroit, Fred W. Morton of Detroit and 
Walter H. Shultus of Grand Rapids. Reciprocal relations have been 
established between the state boards of Wisconsin and Michigan. Under 
the reciprocal clause the Michigan board has issued a certificate to Frank 
C. Patterson of Grand Rapids, a certified public accountant under the 
laws of Wisconsin. 





Florida State Board of Accountancy 


At the recent examinations conducted by the Florida state board of 
accountancy seven applicants were examined. Certificates as certified 
public accountants have been issued to two of the applicants: Thomas 
Ray, Jr., of Jacksonville, and T. H. Winter, of Jacksonville. 
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Epitep By SEYMouR WALTON, C.P.A. 
“RECRUITS WANTED” 


The discussion aroused by the editorial on Recruits Wanted has called 
attention to a very serious situation in the profession of accountancy. 
Every employing certified public accountant professes to be anxious to 
see as many men as possible pass the examination and join the ranks of 
the profession. That some of them at least are in earnest in this desire 
is proved by the action of the members of the Illinois Society of Certified 
Public Accountants, many of whom subscribed liberally to the guarantee 
fund of the school of commerce when it was first established in Chicago, 
and cheerfully paid an assessment of 75 per cent. on the guarantee, which 
has never been refunded to them, although the school is now eminently 
successful. It is hardly possible that the accountants would have been 
willing to pay liberally for the purpose of educating men to become 
certified public accountants if they were anxious to keep the business in 
the hands of the few present practitioners. The “accounting trust” that 
some persons claim exists would certainly take other means for continuing 
its so-called monopoly than paying to educate rivals to break the monopoly. 
Doubtless many other instances of pecuniary assistance to schools or 
classes of accountancy education could be cited. 

But if money talks, still more does personal service. Beginning with 
the devotion to the cause of accountancy education of the splendid talents 
of Mr. Haskins, the first dean of the New York school of commerce, and 
continuing in unbroken lines and in constantly increasing numbers, the 
accountants of ‘the country have contributed lavishly of their time and of 
their best thought to aid those who are striving to procure the necessary 
education to qualify them to become certified public accountants. If the 
gratuitous services rendered by these men, many of whom are leaders in 
the profession, were paid for at ordinary professional rates, the total 
would represent an enormous sum. If it is true that the accountants wish 
to restrict the number of new accessions to the profession, they have a 
strange way of showing it. 

And yet, the conditions complained of by the writers of the letters in the 
April JourNAL or ACCOUNTANCY are to a very large degree prevalent in 
all our cities. There is no doubt that it is difficult for a young man who 
has completed a course in one of the accountancy schools to obtain a 
permanent position at a good salary with any firm of practising account- 
ants. One reason for this is that the business of an accounting firm is 
subject to violent fluctuations. There is no telling how many persons 
will be employed at any time, even in the near future, because there is 
no way to foresee the sudden offer of an important engagement by a new 
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client or an enlarged demand from an old one. Manifestly an employing 
accountant cannot keep a large reserve force on his permanent pay-roll 
on the chance that he may be able to use them in an emergency. He must 
keep his permanent staff down to an average number that he can feel 
sure can be employed to advantage during the entire year. When his 
“peak load” comes in January, he must supplement this force with tempo- 
rary help, which he can work in with his regular staff. This has led to 
the formation of a body of “floaters” who are sufficiently competent to 
step into the work as efficient juniors, but who have not developed sufficient 
ability to cause them to be retained as permanent members of any staff. 
As temporary work always commands more pay per diem than regular 
employment, these men can make enough while employed to keep them 
for the year, aided by the odd jobs that they can pick up for themselves 
when not working for accountants. 


The young man who wishes to connect himself with an accounting 
firm finds himself in competition with these floaters and finds himself at 
a disadvantage in comparison with them. While it is true that his course 
in accounting at a reputable school has given him a more thorough 
knowledge of accounting principles than the floater possesses or ever will 
possess, and has fitted him to become some time in the future a far more 
valuable assistant than the floater ever will become, it is also true that 
he lacks the practical experience that will enable him to know exactly 
what he is expected to do when a senior accountant lays out for him a 
certain line of work. The employing accountant can hardly be blamed 
if he prefers to employ an inferior man who knows his work, rather than 
to take the time to instruct a superior man, who is only temporarily on 
his staff. 


The difficulty in the situation arises also from the fact that the appli- 
cants for positions are not, as a rule, youngsters to whom a small initial 
salary is satisfactory, but men who are now enjoying good pay and who 
have others dependent on them, so that they cannot afford to work for 
any salary that is much smaller than their present one. In this, account- 
ancy differs from every other profession. A bookkeeper who had taken 
a three years’ course in the best evening school of law in the country, 
but who had not been admitted to the bar, would not expect to command 
$35.00 or $40.00 a week at once from a firm of lawyers, although the 
combination of his business experience with his legal knowledge might 
make him eventually a better commercial lawyer than any member of the 
present firm. Even if he has been admitted to the bar, a young man is 
usually obliged to begin his work with an established firm at a small 
stipend. The young doctor is at a still greater disadvantage at the start. 


There are two remedies that can be suggested for this unfortunate 
condition. One can be applied by the practising accountants themselves. 
It would consist in the formation of a class of assistants composed of 
gtaduates of accredited schools, the class to be limited in size to the 
number that it would reasonably be expected would be given employment 
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as extra assistants during practically the entire year. There is seldom a 
month in which some accounting firm does not need outside assist- 
ance. The names of the members of this class would be registered with 
the secretary of the society of accountants in each state, or with some 
accountant chosen for that purpose, if the secretary was not located in 
the city in which the class was formed. Whenever a member of the class 
was idle he would notify the registrar. The practising accountants in 
that city should pledge themselves to give precedence to any idle member 
of the class whenever they needed extra help. If any person in the class 
were reported as being unsatisfactory by a sufficient number of employing 
accountants he could be dropped and another student appointed in his 
place. A vacancy in the class caused by the appointment of a member on 
the permanent staff of some firm would be filled in the same way. 

The other remedy would require action on the part of the examining 
boards to the extent of allowing candidates to sit in the examination who 
have not had the practical experience necessary to qualify them for the 
C.P.A. certificate. Those who passed would be given some written evi- 
dence of that fact. Possibly a title could be invented to designate them. 
A practising accountant could be depended upon to give such persons 
precedence over all others not full C.P.A.’s, and in many-cases would be 
glad to attach them permanently to his staff in order to secure them 
when they finally receive the full title. This would enable a man to con- 
tinue in his present well-paid position until he had qualified for one 
virtually as good, and likely to be much better, with an accounting firm. 
Several of the state examining boards have already adopted this plan, and 
in many cases it has worked well. 


ProFit ON RAw MATERIAL SOLD 
Editor, Students’ Department: 


Sir: Will you kindly advise me as to the correct way to handle the 
following transactions: 

A concern which manufactures cloth buys yarn at 40c. per pound. Later 
the yarn market is strong and as they have a surplus of yarn on hand 
they sell 50,000 pounds at 50c. per pound, making a profit of $5,000. Yarn 
is carried on the books under yarn storage account, and this account is 
credited with yarn requisitioned for use. When these 50,000 pounds are 
sold the customer will be charged at 50c. per pound and yarn storage 
credited at 40c. per pound. Should the balance, 10c. per pound or $5,000, 
be credited to profit and loss or should the customer be charged at 50c. 
per pound and shipment sales credited and shipment account charged at 
40c. purchase price and yarn storage account credited? 

Under this concern’s system shipments or sales of cloth are charged 
to shipment account at the end of each month at cost and factory oper- 
ating credited. Shipments or sales of cloth are charged to customers and 
shipment sales account credited at sale prices. 

I believe the difference between shipment account and shipment sales 
account should represent only profits or losses on goods manufactured, 
and as no manufacturing labor or expense was expended on this yarn the 
sale should not affect either of the accounts but be entered direct to the 
profit and loss account. 

The firm’s bookkeeper believes the profit as mentioned above should 
be credited to interest account. 
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The same firm referred to above sold (for example) 2,000 pounds of 
yarn at 50c. per pound, possibly making a profit of $1,400, but customers 
agreed to replace this yarn later on at the same price (50c.) charged 
them. What disposition should be made of the $1,400 item? 


I claim this $1,400 is not a profit and an account should be opened for 
it or, in other words, it should be held as a liability until the yarn is 
replaced, when yarn storage would be charged at the original purchase 
price, the $1,400 contingency (?) account debited and the party furnishing 
the yarn credited. 


If later it is decided that the yarn will not be replaced, the $1,400 
should be credited to profit and loss. 


The transactions given here have been made by the firm in whose 
office I am employed, and although I have no direct connection with the 
main accounting department, the head bookkeeper asked my opinion in 
handling these items. I gave it as above. 


Yours truly, 
READER. 


The profit on the sale of raw material not needed in the business 
cannot be considered interest in any event. Interest is the hire that is 
paid for the use of money or its equivalent. In this case there was no 
money paid or any other asset lent to anyone, and therefore no interest 
can be collected. 

The profit on raw material should not be mixed with that made on 
the sale of finished product. As the sales represent only the finished 
goods, to credit that account with the proceeds of the raw material would 
falsify the operating statistics, not only as to the total net sales for the 
month, but also as to the gross profit. 

It might seem as if the raw material sold could be credited to purchases 
in the same way that returned goods would be. If the material had been 
sold at exact cost, this would be the proper course. Crediting the material 
at a profit would reduce the average cost of the material used, which 
would falsify the operating statistics to the same extent as would the 
credit to sales, except that the effect would be spread over the time neces- 
sary to consume the material on hand instead of taking effect in one 
month. 

It is not proper to credit profit and loss except when the books are 
closed monthly, and then only after disposition of all the normal opera- 
tions. Profit and loss should be used only as a clearing account and no 
entries should be made in it until the books are closed. In the meantime 
the profit in question should be credited to miscellaneous income or to 
a specific account of sales of raw material. It is an accidental profit and 
should not be considered a part of the normal operations of the business. 

When a customer has the option of returning the material at the same 
price at which it was billed to him, no profit has been made until he states 
that he intends to keep the material. The temporary profit should be 
credited to contingent profit, and left in that account until it becomes a 
real profit when the customer relinquishes his right of return. If he 
returns the material it would be charged into stock at original cost and 
contingent profit account would be charged off. 
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OFFSETTING DIscOUNT AND PREMIUM 
Editor, Students’ Department: 


Sir: I would appreciate it very much if you would give me your views 
on the following questions: 

. A company has on its books an item of bond discount amounting 
to $100,000. Some time later improvements are made amounting to 
$2,500,000. Application is made to the public service commission to issue 
common stock to finance the improvements made, and it authorizes an 
issue of 22,750 shares, to be sold at a premium of 10 points. Would it 
be proper to charge the discount appearing on the books of $100,000 
against the premium realized on the sale of common stock? 

Assume that a corporation had issued short term notes, which were 
sold at a discount of $100,000. There was a provision in the agreement 
that at any time during one year the holders of the notes could convert 
their notes into common stock on a basis of $115. The company also 
had the right at the same time to call the notes at par and interest and to 
sell stock at $115 in order to provide proceeds for the retirement of the 
notes. In this case would it be proper to charge the note discount 
against the premium realized on the stock sold? 


Yours truly, 


H. S. Barrett. 
Baltimore, Maryland. 


Strictly speaking, discount on bonds issued cannot be offset against 
premium on stock sold. The discount is interest paid in advance and 
should be amortized over the life of the bonds, the annual credit to the 
account being charged to bond interest. In no other way can the true 
burden of bond interest be brought into the accounts. The premium on 
the stock, being actually paid in cash, is a realized addition to the surplus 
and does not depend on the lapse of time to earn it. 

Therefore, the discount being an item in which the element of time 
enters and the premium being an item of present gain, they are not of 
the same nature and are really not offsetting items. In the end when the 
bonds are due and the discount has all been charged off, the net result 
on the surplus will be the same as if the items were offset at the begin- 
ning, but in the meantime, during the life of the bonds, the annual statis- 
tics will not be strictly true. If the directors do not care for this strict 
truth and wish to be extra conservative they can make the offset at once. 

The case of the discount on the short term notes is entirely different 
because the element of time is eliminated. As the notes are now taken 
up, the discount has become a present loss and therefore a charge against 
surplus, where it will be an offset against the premium on the stock 
which has been credited to surplus. It does not make any difference 
whether the notes are converted into stock or the stock is sold and the 
proceeds used to pay the notes. 


CHANGES IN OWNERSHIP OF CAPITAL STOCK 
Editor, Students’ Department: 

Sir: Recently I was asked to prepare an income tax report for an 
incorporated business for the year 1915, and looking into the records 
found there had been two distinct ownerships and management during 
the year. 
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There had been issued originally $30,000.00 capital fuily paid and out- 
standing. A sale was made as follows: 


Inventory merchandise $23,000.00 


Inventory fixtures 2,300 .00 
Inventory prepaid expenses 1,000.00 
Bonus or goodwill 10,000.00 


Sale and purchase price, $36,300.00 


The purchasers paid $10,000.00 cash and hypothecated stock certificates 
with assets and personal indorsements to secure the remainder of purchase 
price $26,300.00. The outgoing owners transferred assets as stated, with 
stock issued and outstanding and stock certificate book and the minute 
book, but retained all accounts and books and records of account. The 
new owners were therefore compelled to open new records, new books, 
in which it was planned to show only $10,000.00 capital. No cancellation 
of outstanding certificates had occurred, nor had authority been obtained 
to reduce capital from charter provisions, and the remaining $20,000.00 
of outstanding certificates had not been accounted for in the new books. 

If space permits, please comment on this, and outline opening entries 
new owners should have made. 

Yours truly, 


A READER. 

Alexandria, Louisiana. 

There seems to be in the minds of many business men an absolute 
incapacity to distinguish between the characteristic features of a corpor- 
ation and an unincorporated business. One of the principal differences 
is that the life of a corporation is continuous. No change of ownership 
affects the general accounts in the slightest degree. The capital stock 
account remains the same, not a single entry being made in it unless the 
capital is permanently increased or decreased by formal action of the 
stockholders. 

Any change of ownership in a corporation is reflected only in the 
stock ledger. A may sell his stock to B and C, a portion to each. No 
entry of any kind would be made on the general ledger of the corporation 
because the capital stock outstanding is still the same. It is like a regi- 
ment in the army. The 7th U. S. cavalry is the same “fighting seventh” 
to-day that it was fifty years ago, although there is not a single man in 
it that belonged to it at that time. 

It follows that when a corporation changes hands there are no entries 
of any kind to be made on any books except the stock ledger through the 
stock transfer journal if one is kept. If it were not for the changes in 
the active officers, it is conceivable that the general office force would 
know nothing whatever of the change in the ownership of the stock. 
There would be no opening entries at all, because there is no new com- 
pany to require them. 

In a partnership, the retirement of one partner or the taking in of a 
new one means the end of the old concern and the beginning of an entirely 
different one. The capital of a partnership is not one unchanging entity 
as is that of a corporation, but it is composed of the sum of the balances 
at the credit of the individual partners. When the partners change the 
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conditions are altered and these altered conditions are shown on the gen- 
eral books. When stockholders of a corporation change, there is a mere 
substitution of one name for another on the stock certificates, as recorded 
in the stock ledger. 

That this distinction has not been grasped in the present instance is 
shown by the statement that a sale was made of the merchandise and 
other assets. No such transaction took place. The assets still belong 
to the same corporation that owned them before. All that was sold was 
the stock of the corporation, which carried with it an undivided interest 
in the assets. How that stock was paid for does not concern the cor- 
poration itself, and nothing in regard to it would appear on any of its 
books. The transaction is exactly similar to one in which a person buys 
ten shares of stock in the U. S. Steel Corporation and borrows money 
from a bank to pay for it. The U. S. Steel Corporation would record 
the transfer of the stock, but would never even know, still less care, how 
payment was made for it. 

When the old owners of the stock sold it, they had no more right to 
retain the old books of account than the seller of a house has the right 
to take out all the doors and windows that belong to the house. The 
books belong to the company and not to the owners of the stock at the 
time they were bought. The same is true of the accounts receivable, 
except that they could have been retained by the old stockholders in pay- 
ment of a dividend in place of cash. To do this it would have been 
essential that the surplus account should be large enough to cover the 
dividend. If so the dividend could have been declared and the accounts 
receivable could have been transferred to the stockholders in payment of 
it. With capital stock of $30,000 and assets of $36,300, in addition to the 
accounts receivable, there would undoubtedly be a sufficient surplus if 
it were not for the fact that one of the assets is goodwill. No informa- 
tion is given as to when or how this item was acquired. If it was paid 
for at the inception of the company in taking over some long established 
business, it is a legitimate asset. If it is now first written into the 
accounts as a consequence of the transfer of the stock to the new owners 
at a figure larger than the value of the tangible assets, its presence on 
the books cannot be justified. A change in a partnership in buying out 
an old or admitting a new partner in which the value of the goodwill 
is recognized would justify its being carried as an asset for whatever 
was paid for it. In the case of this corporation there is no change in 
the company itself and therefore no purchase or sale of the business, and 
goodwill cannot be added to the assets. The only way in which payment 
could be made for the goodwill would be by paying more for the stock 
than its book value. That is, if the tangible assets in this case were 
$30,000, the stock would have a book value of par. Paying $36,300 for 
it would be paying $6,300 for the goodwill, but this goodwill would not 
appear on the books; it would merely be expressed by the payment of the 
premium of 21 per cent. on the stock. 
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If new books have to be opened for this business, all that is needed 
is a journal entry, as follows: 


Merchandise inventory 23,000 

Fixtures 2,300 

Prepaid expense, detailed 1,000 

Goodwill 10,000 
To capital stock 30,000 
Surplus 6,300 


To transfer accounts from old to new ledgers. 

If the goodwill is not legitimate, it is best to get rid of as much of 
it as possible by crediting it with $6,300 by a charge of that amount to 
surplus. 

It is impossible for the books to show only $10,000 capital when the 
capital stock issued and outstanding is $30,000. The stock cannot be 
reduced without the consent of the secretary of state. If that is obtained 
the stockholders will have to pass a resolution ordering the reduction 
and all of the outstanding certificates of stock will have to be surrendered 
and new ones issued in their place. If this is done capital stock would 
be charged with $20,000 and surplus credited, unless it is intended that 
the money shall be paid out, in which case the individual stockholders 
would be credited, to be paid when the company may be in funds. If 
the capital stock is reduced, the goodwill should be charged off entirely. 

In a close corporation, that is when only two or three persons own all 
the stock, it is almost impossible to induce the officers to manage the 
affairs according to corporation law. They will informally agree that 
certain officers shall be paid certain salaries, not knowing that unless 
these salaries are voted by the board of directors in a formal meeting, 
they are not properly authorized and that those who receive them have 
no right to them and may be made to repay them in case the company 
fails and is not able to pay its creditors. An equal irregularity is more 
than likely to occur in the payment of dividends not formally declared 
by the directors, with a like result as to liability to creditors. 

As the corporation was the same legal entity during the whole year, 
the change of ownership in the stock does not affect the federal tax in 
the slightest degree. 

ANOTHER EXAMPLE 

It would not seem possible that anyone could go so far astray as 
have the persons mentioned in the following letter, if it were not for the 
fact that accountants of any experience are constantly meeting such 
persons. 

Editor, Students’ Department: 


Sir: The following is a concrete case which has come to my attention 
in the course of my practice as a public accountant and, though I feel 
that I have correctly dealt with it, I seek your opinion and therefore 
submit the same to you for solution. 

The X company, a corporation, on December 10, 1915, submitted to me 
the following trial balance, which was in agreement with the general 
ledger of the company: 
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Debits Credits 

Building expense $1,420.81 Capital stock $25,000 .00 
Cash in bank 395.18 Notes payable 11,356.26 
Commissions 1,208.04 Accounts payable 8,700.20 
Due from salesmen 167.30 Sales 64,868.75 
Discounts 749.95 Sundry creditors: 
Expenses 4,284.32 Salesmen 102.73 
Freight and cartage 2,127.11 A 575.40 
Insurance 693.65 Surplus 879.91 
Interest 1,779.85 
Labor 17,137.13 
Machinery and equipment 7,322.31 
Merchandise 52,535.17 
Office supplies 130.20 
Profit and loss 1,196.16 
Repairs 352.81 
Suspense 1.18 
Taxes 128.94 
Unissued capital stock 9,000 .00 
Customers’ accounts 3,810.59 
B, personal account 6,300.00 
Traveling expense 742.55 

$111,483.25 $111,483.25 


B actually was the sole owner of the company, the remaining directors 
and stockholders being members of his family and holding such stock 
only as was necessary to make up the number of directors required by law. 

After a thorough perusal of the records and accounts together with 
a conversation with the bookkeeper as well as with the above mentioned 
sole owner, B, I learned the following facts: 

That the item appearing on the trial balances as building expense was 
for expenditures made for repairs, etc., to a building owned by B person- 
ally, and not by the company; that there was unexpired insurance of 

41; that the materials and supplies inventoried amounted to 
$21,031.22; that traveling expenses amounting to $105.50 were advanced 
to salesmen, the same amount remaining unused at Dec. 10th; that com- 
missions amounting to $627.50 which were to be applied on orders shipped 
after Dec. 10th were paid in advance; that B wished the building, which 
he presumably owned, to be considered as property of the company— 
value $10,000.00; that $27.35 was paid in advance as interest on the 
mortgage on the above property; that there was machinery inventoried at 
$5,000.00 and fixtures at $2,000.00 (both of these assets comprise the 
constituents of the account called “machinery and equipment” in the trial 
balance) ; that A, a prospective buyer of one-half interest in the corpora- 
tion had contributed $5,500.00 in cash for which he held notes of the 
company and the amount of which was included in the amount under 
notes payable in the trial balance; that the plans for the so-called partner- 
ship of A and B were completed on Dec. 20th, at which time I was called, 
when I learned that since Dec. 10th, A had further contributed $4,000.00 
for which he also held notes of the company; that the company was in 
the habit of assigning customers’ accounts to A and that at Dec. 10th 
he, A, held the same in amount $1,898.70; that a note payable to an 
individual for a loan to the company of $600.00 was not recorded on the 
books of the company and that at Dec. 10th that note still remained 
unpaid; that the amount represented by the profit and loss account was 
for losses sustained on customers’ accounts; that the suspense account 
was opened when the bookkeeper was unable to balance the books; that 
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the $6,300.00 appearing as a debit in B’s account was drawn for the 
purpose of buying the above mentioned building; that the $575.40 appear- 
ing as a credit to A’s account was for adjustments on account of discounts 
deducted by customers on accounts which were assigned to A by the 
company. 

At this point A and B decided to form the so-called partnership in 
the corporation and asked me to open the new books on the following 
basis, as of December 10, 1915: 

That for the purpose of ascertaining the amount which A should invest 
in order to own one-half the stock of the company, the company’s present 
worth at Dec. 10th was to be considered as $13,139.77. B said he wants 
to withdraw from the business $1,139.77, leaving $12,000.00 as his invest- 
ment in the business, that is, in so far as their private agreement was 
concerned, for the real present worth of the business was much more. 
A was to invest an equal amount ($12,000.00); that is, A was to invest 
that amount, for which he was to receive one-half the stock of the com- 
pany. A’s investment was taken thus: 
$5,500.00 which was included in the notes payable account Dec. 10th; 
4,000.00 which was contributed between Dec. 10th and 20th; 

1,898.70 assigned accounts held by A at Dec. 10th, and which he was to 
turn over to the company; 

575.40 the amount appearing to the credit of A’s account at Dec. 10th; 


and 
25.90 A gave his cheque for this amount in order to make up the 
$12,000 . 00. 


$12,000 .00 

The amount which B wanted to withdraw from the business was to 
be set up as a liability of the company against which B expected to draw 
whenever he deemed it necessary. 

A and B advised me that all the stock of the company had been issued 
equally to them. What they meant was that all of the stock would be 
issued and transferred so that each owned one-half. I was told to con- 
sider the following assets and liabilities in my opening entry as of 
December 10th, 1915: 


Assets Liabilities 
Inventory, materials and Mortgage payable $3,000.00 
supplies $21,031.22 Notes payable (after 
Unexpired insurance 348.41 $5,500.00 was deducted 
Traveling expenses and $600.00 added on) 6,456.26 
(advanced ) 105.50 Creditors’ accounts 8,700.20 
Interest on mortgage Sundry creditors: 
paid in advance 27.35 B’s credit 1,139.77 
Commissions paid in Due salesman 50.00 
advance 627.50 Taxes accrued 73.71 
Building 10,000 00 
Machinery 5,000.00 
Fixtures 2,000 .00 


Investment due from A 4,025.90 
Assigned accounts to be 


turned over to the ; a een 
company 1,898.70 Total liabilities $19,419.94 
Due from salesmen 92.50 Capital stock (issued and 
Customers’ accounts 3,810.59 outstanding) 25,000.00 
Cash in bank 395.18 Surplus 4,942.71 
$49,362.65 $49,362.65 
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Now then, what troubled me was, (1) how I was to consider the 
$4,025.90 subsequently contributed by A as assets of the company at 
December 10th; (2) that they, A and B, who considered and treated the 
business as an ordinary partnership, wanted me to disregard the old books 
entirely and open the new books according to the assets and liabilities 
and capital which resulted after the foregoing facts and figures and 
statements were taken into consideration. 

Wanted: (A) Is an accountant justified in disregarding the books of 
a corporation in this way? 

(B) What liability does an accountant assume in carrying out the 
wishes of directors or stockholders in such case, especially when he 
knows well enough that those wishes do not conform with accounting 
principles? 

(C) What are the necessary journal entries as of December 10th, 
1915, in order to close the books of the so-called old concern and set 
upon the books the assets, liabilities and capital according to the wishes 
of the directors—A and B? 

Thanking you in advance for your consideration in this matter, I am 


Very respectfully yours, 
SUBSCRIBER. 


The coolness with which B juggles the accounts of the corporation 
is decidedly refreshing. He wishes to have the building considered the 
property of the company, but apparently does not think it necessary to 
do more than make a journal entry in order to pass the title. He then 
arbitrarily fixes the amount of his credit balance at $1,139.77, because 
he thinks a half interest in the stock is worth $13,139.77, and he proposes 
to leave $12,000.00 in the business. He pays no attention to the fact that 
if the books are closed with the inventory and deferred items as given 
and with some unexplained adjustment of amounts due from and to 
salesmen, the book value of the stock will consist of stock $25,000.00, less 
unissued $9,000.00, or $16,000.00 net and a surplus of $2,382.48, or $18,382.48 
in all. He also ignores the fact that the only way in which an interest 
in a corporation can be transferred is by a change in the ownership of 
the stock, which is a matter that is entirely one of private arrangement 
between the purchaser and the present owner of the stock. 

In the balance sheet as set up, A is charged with the money he is 
expected to put in and the assigned accounts are taken over from him, 
but he is given no credit for these amounts. Leaving out the $4,025.90 
which he has not yet paid, and crediting him with the accounts returned 
by him and with his note of $5,500.00, he would have a credit balance 
of $7,974.10. Selling him the unissued stock of $9,000.00 by a charge to 
his account will give him a debit balance of $1,025.90. Putting the omitted 
note of $600.00 on the books by a charge to surplus, and the building at 
$10,000.00 by a credit to mortgage payable of $3,000.00 and to B of 
$7,000.00 and closing the books in the regular way, for which there is no 
space here, the result would be: 
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Assets Liabilities 


Building $10,000.00 Capital stock 
Machinery and equipment 7,000.00 Surplus 
Merchandise inventory 21,031.22 Mortgage payable 
Customers 5,709.29 Notes payable 

A, open account 1,025.90 Accounts payable 
Cash 395.18 B, open account 
Commissions advanced 627.50 Due salesmen 
Salesmen advanced 2.30 Reserve for taxes 
Insurance advanced 348.41 

Interest advanced 27.35 

Traveling advanced 105.50 


$46,362.65 $46,362.65 


Ss 


W22eN 
Nesssses 
~SS8R8E8S 


- 


- 


If A now pays in $1,025.90 he will have paid for the $9,000.00 of 
unissued stock. He must acquire by transfer from B, on private terms, 
the remaining $3,500.00 necessary to give him one-half of the total capital 
of $25,000.00. If B is willing to sell it to him for $3,000.00, that is purely 
his affair. When A pays the $4,025.90 to the company his account will 
be charged $3,000.00 and B credited, and the transaction will be complete. 

An accountant is not justified in disregarding the books of a corpora- 
tion. The accounts must be kept in a legal and proper manner. While 
he might not incur any pecuniary or criminal liability for juggling the 
accounts, on the ground that he was merely obeying the orders of the 
directors, he would certainly lay himself open to the charge of unpro- 
fessional conduct or of total ignorance of the principles of corporation 
accounting. 





Wisconsin State Board of Accountancy 
The next examination of applicants for certificates to practise as 
certified public accountants in Wisconsin will be held at Madison, May 15, 
16, 17 and 18, 1916. 





Texas Board of Public Accountancy 
At a recent meeting of the Texas board of public accountancy held 
in Fort Worth nine additional applications for certificates under the 
waiver clause were approved. 





Davies & Nield, certified public accountants, announce the removal 
of their office to the Terminal Building, corner Park Avenue and 4lst 
Street, New York. 


J. Elbert Saper, C.P.A., and Mathew H. Schultheis, C.P.A., announce 
the formation of a copartnership under the firm name of Saper & 
Schultheis with offices at 35 Nassau Street, New York. 








Storer & Bishop, certified public accountants, announce change of 
address to 68 Devonshire Street, Boston, Massachusetts. 
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